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INTRODUCTION

The House Committee on Ways and Means has scheduled public
hearings on June 6-8, 1995, on proposals to replace the Federal in-
come tax.

This pamphlet,! prepared by the staff of the Joint Committee on
Taxation, provides a description and analysis of various proposals
to replace the Federal income tax. Part 1 of the pamphlet is an
overview of the proposals and issues. Part Il is a summary descrip-
tion of present-law Federal income, employment, excise, and estate
and gift taxes. Part 11l is a description of certain proposals to re-
place the Federal income tax: Value-added tax; the “flat tax” (in-
cluding H.R. 4585 (103rd Cong.), introduced by Representative
Armey, and S. 488, introduced by Senater Specter); S. 722, the
“USA Tax Act of 1995" (introduced by Senator Nunn and Senator
Domenici); and national retail sales tax. Part IV is an analysis of
issues relating to proposed alternative Federal tax systems. Part V
grovides comparative data on the revenue systems of the United

tates and certain other western countries.

1 This pamphlet may be cited as follows: Joint Committee on Taxation, Description and Analy-
sis of Proposals to Replace the Federal Income Tax (JCS-18-95), June 5, 1995._
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. I SUMMARY
The current U.S. Federal income tax system

The current Federal income tax system consists primarily of an’
income tax imposed on the income of individuals and corporations.
In the case of individuals, the rate of tax depends on the individ-
ual’s filing status (i.e., single, head of household, married filing a
Jjoint return, and married filing a separate return) and the individ-
ual’s income. For each filing status, the rate schedules are broken
into several ranges of income, known as income brackets, and the
marginal tax rate increases as a taxpayer’s income increases. The
marginal tax rates are 15 percent, 28 percent, 31 percent, and, in
the case of income over $256,000, 39.6 percent. Capital gains are
subject to a maximum rate of 28 percent. ' o

The U.S. Federal tax system also includes employment taxes
which are used to finance Social Security benefits, Medicare, and
unemployment compensation, an estate and gift tax, and excise
taxes on selected goods and services. Reveriues- geénerated from
some of the U.S. excise taxes are dedicated to trust funds to be
used for specific purposes. '

While there is no Federal broad-based consumption tax, most
States and many State political subdivisions impose general sales
taxes. Most State and local governments also impose property
taxes. e

In most western economies, the proportion of tax receipts as a
share of gross domestic product (GDP) has risen over the past 27
years. The United States has experienced one of the smallest rates
of incgease of tax receipts as a percentage of GDP over the 27-year
period. _

The composition of tax receipts (i.e., the extent to which coun-
tries rely on individual income taxes, corporate income taxes, em-
ployment taxes, property taxes, general consumption taxes, and
specific consumption or excise taxes) varies substantially across
countries. Among the countries in the Organization for Economic
Cooperation and Development, Canada relies most heavily on the
individual income tax, followed by the United States. Japan is the
most reliant on the corporate income tax. The United States and
Japan generate the smallest proportion of their revenue from taxes
on goods and services (whether general consumption taxes or taxes

on specific goods and services). _
Proposals to replace the Federal income tax system
In general ' ' '

A number of alternative tax systems to replace the present-law
income tax system have been proposed. Many of these proposals
alter the tax base so that it is based on consumption, rather than
income. Such taxes include value-added taxes, consumption-based

3 :
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flat taxes, and retail sales _‘taxes. Income-based flat taxes have also
been proposed.

Value-added taxes

A value-added tax (“VAT”) generally is a tax imposed and col-
lected on the “value added” at every stage in the production and
distribution process of a good or service. Although there are several
ways to compute the taxable base for a VAT, the amount of value -
added can generally be thought of as the difference between the
" value of sales (outputs) and purchases (inputs) of an enterprise. A
VAT is generally thought of as a consumption tax, not because it
uses value added as a base, but because it uses cash-flow account-
ing principles to measure value added.

The amount of value added may be determined in a number of
ways under a VAT. The credit-invoice method has been the system
of choice in nearly all countries that have adopted a VAT, and de-
termines the tax liability based on the difference between the ag-
gregate VAT disclosed on sales and purchase invoices of a tax-
payer. The subtraction method, which had been included in re-
cently-proposed legislation, is similar to the credit invoice method,
but determines tax liability based on records the taxpayer may
maintain for nontax purposes.

Flat taxes

In general, a “flat tax” is any tax system with only one marginal
tax rate. Many of the flat tax proposals that have been developed
do more than simply apply one rate to the current individual in-
come tax base, they redefine the base of the tax as well. There are
two main approaches: a consumption base and an income base. The
difference between the two is in the treatment of saving: an in-
come-based tax includes the return to saving in the tax base; 2 con-
sumption-based tax does not. Many flat tax proposals also integrate
business taxation and individual taxation through the application
of a consumption tax on all businesses at the same marginal rate
as that applied to individuals.

H.R. 4585 (103rd Cong.), introduced by Representative Armey,
and S. 48R8. introduced by Senator Specter, are examples of recent
consumption-based flat tax proposals.

Savings-exempt income tax

S. 722 (“USA Tax Relief Act of 1995), introduced by Senators
Nunn and Domenici, is another example of a consumption-based
tax. S. 722 would re_place the current individual income tax with
a “savings-exempt income tax”, a broader-based individual income
tax with an unlimited deduction for net new saving. The tax would
be imposed using a three-tier progressive rate schedule. In addi-
tion, S. 722 would replace the current corporate income tax with
a subtraction-method VAT imposed on all businesses. Thus, in gen-
eral, business would pay tax on the amount by which their gross
receipts from the sale of goods and services exceed their business
purchases of goods and services. The bill would provide a refund-
able credit for employment taxes.
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Retail sales tax

A retail sales tax is a tax imposed on the retail sales (i.e., sales
to consumers) of taxable goods or services. A retail sales tax will
have approximately the same economic burden as a general VAT.
However, a retail sales tax may vary from a VAT in terms of ad-
mlmstrabﬂlty, compliance burden, and ease of implementation.

Discussion of issues

In general

Redesigning or replacing the present-law income tax system cre-
ates significant issues, many of which have no clear resolution.
These issues include the effect of the new tax system once it has
been fully implemented, transition issues, and issues relating to
areas that create particular problems. In many cases, a solution
that addresses one concern may raise others.

- Effectiveness of new tax system

In general.—Analysts often evaluate tax systems under four cri-
teria: efficiency, equity, simplicity, and administration.

Efficiency.—Efficiency generally refers to the extent to. which the
tax system is neutral toward taxpayer behavior or distorts tax-
payer behavior (e.g., encourages consumption versus saving), and
the extent to which the system promotes economic growth. The
present-law income tax system generally increases the cost of fu-
ture consumption compared to present consumption, and therefore
may create a bias against saving. The U.S. saving rate has fallen
and is lower than that of other developed countries. However,
economists disagree as to whether in fact an income tax does dis-
courage saving, and empirical investigation has provided no conclu-

.sive results. Advocates of a consumption-based tax argue that such

a tax would eliminate the bias toward current consumption and
help increase saving. However, a consumption-based tax would not
necessarily eliminate all’ dlstortlons in favor of consumption, de-
pending on the breadth of the base of the tax and whether dxf'ferent
rates of tax applied to different parts of the tax base.

Another aspect of efficiency is the effect on imports and exports
Some advocates of consumption-based taxes argue that such taxes
enhance a country’s ability to export goods and services and that
the current U.S. taxes create a bias against exports. In general,
this is because, unlike an income tax, a consumption-based tax
could be imposed on imports, but not on exports. However, many
economists believe that the substitution of a consumption-based tax
for an income tax is unlikely to change U.S. demand for imports
or increase the sale of domestically manufactured goods abroad.

Equity —Whether a tax system is “fair” is by its nature a subjec-
tive question. While the notion of “ability to pay” (i.e., the tax-
payer’s capacity to bear taxes) is commonly used to determine fair-
ness, there is no general agreement regarding the appropriate
standard by which to assess a taxpayer’s ability to pay. Another as-
pect of fairness is the extent to which the tax system treats simi-
larly situated individuals the same.

Almost any tax system can be adjusted to the extent desired in
order to make the system “fair.” For exampie, various flax tax pro-
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posals exempt certain levels of income from tax in order to reduce
the tax burden on persons with lower incomes. Similarly, a VAT or
retail sales tax could be modified, if desired, to exempt certain
items from the tax. For example, many States exempt certain food
products from sales taxes. Perceived unfairness in the tax system
could also be addressed in other ways, such as through increased
transfer payments. While such adjustments may make a system
more “fair”, they may also make the tax system more complicated,
thereby increasing difficulty of administration. Such adjustments,
depending on how they are made, may also reduce efficiency by fa-
voring one type of taxpayer behavior over another.

Simplicity and administration.—One of the common criticisms of
the current income tax system is that it is complex, making it dif-
ficult for taxpayers to comply with the law as well as difficult for
the Internal Revenue Service to enforce the law. The extent to
which an alternative tax system would be easier to enforce and ad-
minister depends greatly on the specifics of the proposal. In gen-
eral, some of the factors that relate to administration include the
number of persons (both businesses and individuals) that would be
required to file tax returns, whether or not there are multiple rates
(this is particularly important in the case of a consumption-based
tax that has different rates on different items), and the extent of
exemptions and special rules for certain types of activities.

. Transition issues

Any large-scale changes in the tax system will have the potential
of creating windfall losses and benefits for certain taxpayers. In
changing from an income-based tax to a consumption-based tax,
some of the possible effects include changes in prices and interest
rates. Transition rules may be designed to alleviate the effect of the
transition. Such rules may, however, reduce efficiency gains in
switching to a consumption tax.

Specific problems

A number of specific areas present problems in determining a
consumption tax base. These include the proper treatment of hous-
ing, land, and durable goods, government entities and nonprofit in-
stitutions, and financial intermediation services.
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II. SUMMARY OF PRESENT-LAW FEDERAL TAX SYSTEM N
S A. Individual Income Tax = ' '

In general '

A United States citizen or resident alien generally is subject to
the U.S. individual income tax on his or her worldwide taxable in-
come.2 Taxable income equals the taxpayer’s total gross income less
certain exclusions, exemptions, and deductions. Graduated tax
rates are then applied to a taxpayer’s taxable income to determine
his or her individual income tax liability. A taxpayer may reduce
his or her income tax liability by any applicable tax credits.

Adjusted gross income

Under the Internal Revenue Code of 1986 (the “Code™), gross in-
come means “income from whatever source derived” except for cer-
tain items specifically exempt or excluded by statute. Sources of in-
come include compensation for services, interest, dividends, capital
gains, rents, royalties, alimony and separate maintenance pay-
ments, annuities, income from life insurance and endowment con-
tracts {other than certain death benefits), pensions, gross profits
from a trade or business, income in respect of a decedent, and in-
come from S corporations, partnerships, trusts or estates. Statutory
exclusions from gross income include death benefits payable under
a life insurance contract, interest on certain State and local bonds,
employer-provided health insurance, employer-provided pension
contributions, and certain other employer-provided fringe benefits.

An individual’s adjusted gross income (“AGI”) is determined by
subtracting certain “above-the-line” deductions from gross income.
These deductions include trade or business expenses, capital losses,
contributions to a tax-gualified retirement plan by a seif-employed
individual, contributions to individual retirement arrangements
(“IRAs™), certain moving expenses, and alimony payments.

Taxable income

In order to determine taxable income, an individual reduces AGI
by any personal exemption deductions and either the applicable
standard deduction or his or her itemized deductions. Personal ex-
em&)tions generally are allowed for the taxpayer, his or her sglouse,
and any dependents. For 1995, the amount deductible for each per-
sonal exemption is $2,500. This amount is indexed annually for in-
flation. The deduction for personal exemptions is reduced or elimi-
nated for taxpayers with incomes over certain thresholds, which
are indexed annually for inflation. The applicable thresholds for
1995 are $114,700 for single individuals, $172,050 for married indi-
viduals filing a joint return, $143,350 for heads of households, and
$86,000 for married individuals filing separate returns.

A taxpayer also may reduce AGI by the amount of the applicable
standard deduction. The basic standard deduction varies depending
upon a taxpayer’s filing status. For 1995, the amount of the stand-

2 Foreign tax credits lgenemlly are available against U.S. income tax imposed on foreign source
income to the extent of foreign income taxes paid on that income. A nouresident alien generally
iss. subject to the U.S. individual income tax only on income with a sufficient nexus to the United
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ard deduction is $3,900 for single individuals; $5,750 for heads of
households; $6,550 for married individuals filing jointly; and $3,275
for married individuals filing separately. Additicnal standard de-
ductions are allowed with resgect to any individual who is elderly
or blind.? The amounts of the basic standard deduction and the ad-
ditional standard deductions are indexed annually for inflation.

In lieu of taking the applicable standard deductions, an individ-
ual may elect to itemize deductions. The deductions that may be
itemized include State and local income, real property and certain
personal property taxes, home mortgage interest, charitable con-
tributions, certain investment interest, medical expenses (in excess
of 7.5 percent of AGI), casualty and theft losses (in excess of 10
percent of AGI and in excess of $100 per loss), and certain mis-
cellanecus expenses (in excess of 2 percent of AGI). The total
amount of itemized deductions allowed is reduced for taxpayers
with incomes over a certain threshold amount, which is indexed an-
nually for inflation. The threshold amount for 1995 is $114,700
($57,350 for married individuals filing separate returns).

Tax liability

To determine tax liability, a taxpayer generally must apply the
tax rate schedules (or the tax tables) to his or her taxable income.
The rate schedules are broken into several ranges of income,
known as income brackets, and the marginal tax rate increases as
a taxpayer’s income increases. Separate rate schedules apply based
on an individual’s filing status. For 1995, the individual income tax
rate schedules are as follows:

3For 1995, the additional amount for married individuals is $750, while the additional
amount for single individuals and heads of households is $959,

o
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 Table 1,~Federal Individual Income Tax Rates fo:_r 1995

Over $128 250 ...cveene. $38,631, plus 39.6% of the amount

If taxabie income is Then income tax equals '

_ \' Smgle individuals o
$0-$23,350 ....cceoeune. 15 percent of taxable income.
$23,351-$56,550 ....... '$3$52%335 31us 28% of the amount over
$56,551—$117,.950 $1§ 799,0plus 31% of the amount over

' 56,550,
$117,951-$256,500 ... $3§,833§sglus 36% of the amount over
Over $256,500 .......... $81,711, plus 39.6% of the amount over
$256, 500 .
Heads of households _
$0-$31,250 ................. 15 percent of taxable income.
$31,251-$80,750 ....... $4$%81825 glus 28% of the amount over
$80,751-$130,800 ..... $1§8 54'? plus 31% of the amount over
. 0.750. it
_$130,801—$256,500 $3§1%%38081us 36% of t.he amount over
Over $256,500 .......... $79,315, plus 39.6% of the amount over

: $256,500. ‘ '

'  Married individuals filing joint returns =
$0-$39,000 ................ 15 percent of taxable income. . _
$39,001-$94,250 ....... $5, %590 plus 28% of the amount over

: . 000. .
$94,251-$143,600 ..... $2g9§2§50p1us 31% of the amount over
$143,601-$256.,'500 $36,619, plus 36% of the amount over

. $143 600
Over $256,500 ......... .. $77, 263 plus 39.6% of the amoun_t over

$256 500
Married mdwzduals filing separate returns
$0-$19,500 ................ 15 percent of taxable income. o
$18,501-$47,125 ....... $2$92955031us 28% of the amount over
- 1 i
$47,126-$71,800 ....... $1§4 (:57602 plus 31% of the amount over

. 4 U _ 195, ower

$71,801-$128,250 ..... $18, 309 plus 36% of the amount “over
$71,800.
over




10

The individual may reduce his or her tax liability by any avail-
able tax credits. Tax credits are allowed for certain business ex-
penditures, certain foreign income taxes paid or accrued, certain
child care expenditures, and with respect to certain elderly or dis-
abled individuals. In addition, a refundable earned income tax
credit (EITC) is available to low-income workers who satisfy certain
requirements. The amount of the EITC varies depending upon
whether the taxpayer has one, more than one, or no qualifying chil-
dren, and is determined by multiplying the credit rate by the tax-
payer’s earned income up to an earned income threshhold. In 1995,
the maximum EITC is $3,112 for taxpayers with more than one

ualifying child, $2,093 for taxpayers with one qualifying child, and
gS 14 for taxpayers with no qualifying children.

Capital gains and losses

In general, gain or loss reflected in the value of an asset is not
recognized for income tax purposes until a taxpayer disposes of the
asset. On the sale or exchange of capital assets, the net capital
gain generally is taxed at the same rate as ordinary income, except
that the maximum marginal rate is limited to 28 percent of the net
capital gain.* Net capital gain is the excess of the net long-term
capital gain for the taxable year over the net short-term capital
loss for the year. Gain or loss is treated as long-term if the asset
is held for more than one year.

Capital losses generally are deductible in full against capital
gains. In addition, individual taxpayers may deduct capital losses
against up to $3,000 of ordinary income in each year. Any remain-
ing unused capital losses may be carried forward indefinitely to an-
other taxable year.

A capital asset generally means any property except (1) inven-
tory, stock in trade, or property held primarily for sale to cus-
tomers in the ordinary course of the taxpayer's trade or business,
(2} depreciable or real property used in the taxpayer’s trade or
business, (3) specified literary or artistic property, (4) business ac-
counts or notes receivable, and (§) certain publications of the Fed-
eral Government.

In addition, the net gain from the disposition of certain property
used in the taxpayer’s trade or business is treated as long-term
capital gain. Gain from the disposition of depreciable personal
property is not treated as capital gain to the extent of all previous
depreciation allowances. Gain from the disposition of depreciable
real property generally is not treated as capital gain to the extent
of the depreciation allowances in excess of the allowances that
would have been available under the straight-line method.

Minimum tax

An individual is subject to an alternative minimum tax which is
payable, in addition to all other tax liabilities, to the extent that
it exceeds the taxpayer’s regular income tax owed. The tax is im-
posed at rates of 26 and 28 percent on alternative minimum tax-

*The Revenue Reconciliation Act of 1993 added Code section 1202, which Smﬁdgs.a 50-per-
cent exclusion for gain from the sale of certain small business stock acqu at original issue
and he%d for at least five years. One-half of the excluded amount is a minimum tax prefersnce .
1see below!.
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able income in excess of an 'exemption amount.? The various credits
that are allowed to offset an individual’s regular tax liability gen-
erally are not allowed to offset his or her minimum tax liability.
If an individual pays the alternative minimum tax, a portion of the
amount of the tax paid may be allowed as a credit against the reg-
ular tax of the individual in future years. o

Alternative minimum taxable income is the taxpayer’s taxable
income increased by the taxpayer’s tax preferences ‘and adjusted by
determining the tax treatment of certain items in a manner that
negates the deferral of income resulting from the regular tax treat-
ment of those items. Among the preferences and adjustments appli-
cable to the individual alternative minimum tax are dccelerated de-
preciation on certain property used in a trade or business, circula-
tion expenditures, research and experimental expenditures, certain
expenses and allowances related to oil and gas and mining explo-
ration and development, certain tax-exempt interest income, and
one half of the amount of gain excluded with respect to the sale or
disposition of certain small business stock. In addition, personal ex-
emptions, the standard deduction, and certain itemized deductions
are not allowed to reduce alternative minimum taxable income.

' B. Corporate Income Tax

I

Taxable income -
Corporations organized under the laws of any of the 50 States
(and the District of Columbia) generally are subject to the U.S. cor-
porate income tax on their worldwide taxable income.6 ,
The taxable income of a corporation generally is comprised of
gross income, less allowable 'deductions. Gross income generally is
income derived from any source, including gross profit from the
sale of goods and services to customers, rents, royalties, interest
(other than interest from certain indebtedness issued by State and
local governments), dividends, gains from the sale of business and
investment assets, and other income. T
Allowable deductions include ordinary and necessary business
expenditures, such as salaries, wages, contributions to profit-shar-
ing and gension plans and other employee benefit programs, re-
pairs, bad debts, taxes (other than Federal income taxes), contribu-
tions to charitable organizations (subject to an income limitation),
advertising, interest expense, certain losses, selling expenses, and
other expenses. Expenditures that benefit future _accou‘ntin% peri-
ods (sucﬁ as the purchase of plant and equipment) generally are
capitalized and recovered over time through depreciation, amortiza-
tion or depletion allowances. A net operating loss incurred in one
taxable year may be carried back three years or carried forward 15

- *The exemption amount is $45,000 in the case of joint returns and surviving spouses, $33,750
in the case of 2 single individual, and $22,500 in the case of a married individuat who files a
separ:t,fdretum. The exemption amount is phased out for individuals vwith incomé above certain
thresholds. e e e
. SForeign tax éredits generally are available against U.8. income tax imposed on foreign source
income to the extent of foreign income taxes paid on that income. A foreign corporation generally
iss subject to the U.S. corporate income tax only on income with a sufficient nexus to the United
tates.
A qualified small business corporation may elect, under subchapter S of the Code, not to be
subject to the corporate income tax. If an S corporation election is made, the income of the cor-
poration will flow through to the shareholders and be taxable directly % the shareholders,
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years and allowed as a deduction in another taxable year. Deduc-
tions are also allowed for certain amounts despite the lack of an
underlying expenditure. For example, a deduction is allowed for all
or 2 portion of the amount of dividends received by a corporation
from another corporation. '

The Code also specifies certain expenditures that may not be de-
ducted, such as dividends paid to shareholders, expenses associated
with earning tax-exempt income,? certain entertainment expendi-
tures, certain executive compensation in excess of $1,000,000 per
year, a portion of the interest on certain high-yield debt obligations
that resemble equity, and fines, penalties, bribes, kickbacks and il-
legal payments,

Tax liability

A corporation’s regular income tax liability generally is deter-
mined by applying the following tax rate schedule to its taxable in-
come.

Table 2,—Federal Corporaté Income Tax Rates

If taxable income is: Then the income tax rate is:
$0~$50,000 ....cceo..... 15 percent of taxable income.
$50,001-$75,000 ....... 25 percent of taxable income.
$75,001-$10,000,000 34 percent of taxable income.
Over $10,000,000 ...... 35 percent of taxable income.

The first two graduated rates described above are phased out for
corporations with taxable income between $100,000 and $335,000.
As a result, a corporation with taxable income between $335,000
and $10,000,000 effectively is subject to a flat tax rate of 34 per-
cent. Also, the application of the 34-percent rate is gradually

hased out for corporations with taxable income hetween
515,000,000 and $18,333,333, such that a corporation with taxable
income of $18,333,333 or more effectively is subject to a flat rate
of 35 percent.

The maximum rate of tax on the net capital gains of a corpora-
tion is 35 percent. A corporation may not deduct the amount of eap-
ital losses in excess of capital gains for any taxable year. Dis-
allowed capital losses may be carried back three years or carried
forward five years.

Like individuals, corporations may reduce their tax liability by
any applicable tax credits. Tax credits applicable to businesses in-
clude credits for producing fuels from nonconventional sources, the
investment tax credit (applicable to investment in certain reforest-
ation, renewable energy property, and the rehabilitation of certain
real property), the alcohol fuels credit (applicable to production of
certain alcohol fuels), the research credit (applicable to the incre-
mental investment in certain research and experimental activities),
the low-income housing credit (applicable to the investment in cer-
tain low-income housing projects), the enhanced oil recovery credit

*For example, the carrying costs of tax-exempt State and local obligations and the premiums
on life insurance policies are not deductible.
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(applicable to the recovery of certain difficult-to-extract oil re-
serves), the empowerment zone employment credit (applicable to
wages paid to certain residents of empowermerit zones), and the
disabled access credit (applicable to expenditures by certain small
businesses to make the business accessible to disabled individuals).
The credits generally are determined based on a percentage of the
cost associated with the underlying activity and generally are sub-
ject to certain limitations. :

Affiliated group

Domestic corporations that are affiliated through 80 percent or
more corporate ownership may elect to file a consolidated return in
lieu of filing separate returns. Corporations filing a consolidated re-
turn generally are treated as a single corporation; thus, the losses
(and credits) of a corporation can offset the income (and thus re-
duce the otherwise applicable tax) of other affiliated corporations.

Minimum tax

A corporation is subject to an alternative minimum tax which is
payable, in addition to all other tax liabilities, to the extent that
it exceeds the corporation’s regular income tax liability. The tax is
imposed at a flat rate of 20 percent on alternative minimum tax-
able income in excess of a $40,000 exemption amount.® Credits that
are allowed to offset a corporation’s regular tax liability generally
are not allowed to offset its minimum tax liability. If a corporation
pays the alternative minimum tax, the amount of the tax paid is
allowed as a credit against the regular tax in future years.

Alternative minimum taxable income is the corporation’s taxable
income increased by the corporation’s tax preferences and adjusted
by determining the tax treatment of certain items in a manner that
negates the deferral of income resulting from the regular tax treat-
ment of those items. Among the preferences and adjustments appli-
cable to the corporate alternative minimum tax are accelerated de-
preciation on certain property, certain expenses and allowances re-
lated to oil and gas and mining exploration and development, cer-
tain amortization expenses related to pollution control facilities,
and certain tax-exempt interest income. In addition, corporate al-
ternative minimum taxable income is increased by 75 percent of
the amount by which the corporation’s “adjusted current earnings”
exceeds its alternative minimum taxable income (determined with-
out regard to this adjustment). Adjusted current earnings generally
are determined with reference to the rules that apply in determin-

ing a corporation’s earnings and profits.

Treatment of corporate distributions _
'The taxation of a corporation generally is separate and distinct’

from the taxation of its shareholders. A distribution by a corpora- -
tion to one of its shareholders generally is taxable as a dividend to
the shareholder to the extent of the corporation’s current or ‘accu-

9The exemption amount is phased out for corporations with income above certain thresholds,
and is completely phased out for corperations with alternative minimum taxable income of
$310,000 or more.
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mulated earnings and profits.? Thus, the amount of a corporate
dividend generally is taxed twice: once when the income is earned
by the corporation and again when the dividend is distributed to
the shareholder. Conversely, amounts paid as interest to the debt-
holders of a corporation generally are subject to only one level of
tax (at the recipient level} since the corporation generally is al-
lowe:il a deduction for the amount of interest expense paid or ac-
crued.

Amounts received by a shareholder in complete liquidation of a .
corporation generally are treated as full payment in exchange for
the shareholder’s stock. A liquidating corporation recognizes gain
or loss on the distributed property as if such property were sold to
the distributee for its fair market value. However, if a corporation
liquidates a subsidiary corporation of which it has 80 percent or
more control, no gain or loss generally is recognized by either the
parent corporation or the subsidiary corporation.

Accumulated earnings and personal holding company taxes

Taxes at a rate of 39.6 percent (the top marginal rate applicable
to individuals) may be imposed upon the accumulated earnings or
personal holding company income of a corporation. The accumu-
lated earnings tax may be imposed if a corporation retains earnings
in excess of reasonable business needs. The personal holding com-
pany tax may be imposed upon the excessive passive income of a
closely held corporation. The accumulated earnings tax and the
personal holding company tax are designed to ensure that both a
corporate tax and a shareholder tax are effectively imposed on cor-
porate earnings.

C. Estate and Gift Taxes =

The United States imposes a gift tax on any transfer of property
by gift made by a U.S. citizen or resident, whether made directly
or indirectly and whether made in trust or otherwise. Nonresident
aliens are subject to the gift tax with respect to transfers of tan-
gible real or personal property where the property is located in the
United States at the time of the gift. The gift tax is imposed on
the donor and is based on the fair market value of the property
transferred. Deductions are allowed for certain gifts to spouses and
to charities. Annual gifts of $10,000 or less per donor per donee
generally are not subject to tax,

An estate tax also is imposed on the “taxable estate” of any per-
son who was a citizen or resident of the United States at the time
of death, and on certain property belonging to a nonresident of the
United States that is located in the United States at the time of
death. The estate tax is imposed on the estate of the decedent and
generally is based on the fair market value of the property passing
at death. The taxable estate generally equals the worldwide “%ross
estate” less certain allowable deductions, including a marital de-

# A distribution in excess of the earnings and profits of a corporation generally is a tax-free
return of capital to the shareholder to the extent of the shargholder's adjusted basis ¢ enerally,
cost’ in the stock of the corporation: such distribution is a capital gain if in excess of basis. A
distribution of property other than cash generally is treated as a taxable sale of such property
by the corporation and is taken inte account by the shareholder at the property’s fair market
value, A distribution of stock of the corporatien generally is not a taxable event to either the
corporation or the shareholder. T
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duction for certain bequests to the surviving spouse of the decedent

and a deduction for certain bequests to charities. -

- Since 1976, the gift tax and the estate tax have been unified so
that a single graduated rate schedule applies to an individual’s cu-
mulative taxable gifts and bequests. Under this rate schédule, the
unified estate and gift tax rates begin at 18 percent on the first
$10,000 in cumulative taxable transfers and reach 55 percent on
cumulative taxable transfers over $3 million. A unified credit of
$192,800 is available with respect to taxable transfers by gift and
at death. The unified credit effectively exempts a total of $600,000
in cumulative taxable transfers from the estate and gift tax. The
benefits of the unified credit (and the graduated estate and gift tax
rates) are phased-out by a five-percent surtax imposed upon cumu-
lative taxable transfers over $10 million and not exceeding
$21,040,600.10 : '

A separate transfer tax is imposed on generation-skipping trans-
fers in addition to any estate or gift tax that is normally imposed
on such transfers. This tax is generally imposed on transfers, ei-
ther directly or through a trust or similar arrangement, to a bene-
ficiary in more than one generation below that of the transferor.
The generation-skipping transfer tax is imposed at a flat rate of 55
percent on generation-skipping transfers in excess of $1 million.

D. Employmeht Taxes

Social security benefits are financed primarily by payroll taxes
on covered wages. As part of the Federal Insurance Contributions
Act (FICA), an employer must pay a social security tax based on
the amount of wages paid to an employee during the year. The tax
imposed is comprised of two parts: (1) the old age, survivors, and
disability insurance (OASDI) tax equal to 6.2 percent of the covered
wages (up to $61,200 in 1995); and (2) the Medicare hospita! insur-
-ance (HI) tax in an amount equal to 1.45 percent of the covered
wages.!! In addition to the tax on employers, each employee must
pay a social security tax equal to the amount of tax owed by the
em&)loyer. This amount generally must be withheld by the employer
and remitted to the Federal Government. Self-employed individuals
are subject to a tax that parallels both the employer and employee
portions of the social security tax.

In addition to the social security tax, employers are subject to a
Federal unemployment insurance payroll tax equal to 6.2 percent
of the total wages of each employee _(ug to $7,000). Employers are
allowed a credit for a percentage of State unemployment taxes.
Federal unemployment insurance payroll taxes are used to fund
pro%;le'ams maintained by the States for the benefit of unemployed
workers.

E. Major Excise Taxes
The Federal tax system imposes excise taxes on selected goods
and services, but does not contain a broad-based consumption tax

9 Thus, if & taxpayer has made cumulative taxable transfers excseding $21,040,000, his or
her average transfer tax rate will be 55 percent under present law. }
1Since 1994, the HI payroll tax is not subject to 2 wage cap.
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such as a value-added tax or national sales tax.12 Excise taxes are
taxes imposed on a per unit or ad valorem (i.e., })ercentage of price)
basis on the production, importation, or sale of a specific good or
service. Among the goods and services subject to U.S. excise taxzes
are motor fuels, alcoholic beverages, tobacco products, firearms, air
and ship transportation, certain environmentally hazardous activi-
ties and products, coal, telephone communications, certain wagers,
vehicles lacking in fuel efficiency, and luxury automobiles.13

Revenues from certain Federal excise taxes are dedicated to
Trust Funds (e.g., the Highway Trust Fund) for designated expend-
iture programs, and revenues from other excise taxes (e.g., alco-
holic beverages) go to the General Fund for general purpose ex-
penditures.

12 Most States and many State political subdivigions impose general sales taxes on retail sales,
and all States impose selected excise taxes on certain goods and services (e.g., motor fuels, alco-
bolic beverages, tobacco products, telephone communications, etc.) For a discussion of such
taxes, see Part IILD., beiow. .

13See Joint Committee on Taxation, Schedule of Present Federal Excise Taxes fas of January
1, 1994) (JCS-5-94), June 28, 1994, for more details on current Federal excise taxes.

i
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‘1II. DESCRIPTION OF PROPOSALS

A. Value-Added Tax
1. In general '

A value-added tax (“VAT”) generally is a tax imposed and col-
lected on the “value added” at every stage in the production and
distribution process of 2 good or service. Although there are several
wags,to compute the taxable base for a VAT, the amount of value
added generally can be thought of as the difference between the
value of sales (outputs) and purchases (inputs) of an enterprise.1¢
' The concept of value added has broad application. In addition to
being used in designing a tax base, it is used in the measurement
of Gross Domestic Product (“GDP”), one yardstick of the economic
output of a nation. An understanding of how value added is used
in national income and product accounting will highlight two issues
regarding the use of value added as a tax base: the difficulty of in-
cluding nonmarket transactions in the tax base and the distinction
between income and consumption as the base. :

GDP is defined as the total value of finzal goods and services pro-
duced in a country in a given year. Because GDP attempts to meas-
ure zhe market value of only final goods and services, simply add-
ing together the market values of every firm's output overstates
GDP if some of that outputis used by other firms to produce final
goods or services. For example, the total value of automobile pro-
duction in a given year should not be included in GDP if some of
those automobiles are sold to companies that lease them for rental
use.!3 The correct measure of value to be included in GDP js the
value of automobile production for. consumer use plus the value of
the rental services provided by the automobile owned by the leas-
ing companies. To obtain a correct measure of automobile produc-
tion, national income accounts must subtract the value of the pro-
duction of automobiles that were used as intermediate goods by the
leasingcomc{)a'ny.' T I R R S i

Value-added accounting provides a way to measure GDP that, at
least in theory, avoids the problem of double-counting the value of

t4Previgus publications by the staff of the Joint Committee on Taxation have discussed some
of the broad tax policy and economic issues to be considered in deciding whether a VAT should
be enacted and have described the mechanics of various VAT systems. Numerous other publica-
tions also address these igsues. See, e.g., Joint Committee on Taxation, Factors é&ecﬁnq the
International Competitiveness of the United States (JCS—6-91), May 30, 1992 iPart : “Dis-
cussion of Value-Added Taxes™, pp. 269-341; Joint Committee on Taxation. Description oo{‘ Tax
Bills ... 8. 442 Value Added Tax) ... (JCS~11-89), May 11, 1989 (Part 111.C., “Analysis of Spe-
cific Issues™, pp. 9=31; Department of the Treasury, Tax Reform for Fairness, Simplicity, and
Economic Growth, Vol 3, “Value-Added Tax”, (1984); Congressional Budget Office, Effects of
Adopting A Value-Added Tax, Febr 1992; Government Accounting Office, Value Added Tax:
Administrative Costs Vary with Complexity and Number of Businesses, GAO/GGD-93-78, May
1993; Alan Schenk, Value Added Tax: A Model Statute and Commentary, American Bar Associa-
tion Section on Taxation, {1989); Lorence L. Bravenec, Design Issues in a Credit Invoice Method
Value-Added Tax for the United States, American Institute of Certified Public Accountants,
11990 Tax Executives Institute, Value-Added Taxes: A Comparative Analvsis, (1992); Congres-
sional Research Service, Value-Added Tax: Tax Bases and Revenue Yields 1CRS Report 92-
176E), November 23, 1992 (and publications cited therein); Charles E. MeLure, Jr., The Value-
Added Tar: Keyv to Deficit Reduction?, American Enterprise Institute for Public Policy Research,
Washington, D.C. (1987); and Alan A. Tait, Value d Tax, International Practice .
lems, International Monetary Fund, Washington, D.C. (1988}, oo X

!8For purposés of this example, assume that: (1) there are the only two uses of automobile
output (purchases by consumers and leasing compeanies’; (2) the rentaf services are provided to
consumers and are not an intermediate good to other businesses and 3y the leasing companies
lease only new automobiles and only for a single year. i
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intermediate goods and services without forcing one to identify the
final use of a good or service. Each firm’s contribution to GDP is
measured as the difference between the value of cutputs and in-
_ puts. In the above example, the value added by the automobile
manufacturer would be the value of automobiles produced both for
consumer use and for leasing, minus the value of all inputs. The
value added by the leasing company would be the value of the rent-
al services it provides minus the value of all inputs (including the
automobiles it purchased from the manufacturer). The automobiles
that are intermediate goods (i.e., acquired by the leasing company
for use in its business) are netted out (i.e., treated as an output by
the manufacturer and as an input by the lessor) in the GDP cal-
culation. When similar value-added calculations are done for all
firms in the economy, the resulting total is the value of all final
goods and services produced in that year, which is the desired
measure of GDP. N
. Measured GDP will be an understatement of the “true” output of
an economy if some producers’ value added is not counted.® In the
case of national income and product accounting, goods and services
that are provided in nonmarket transactions generally are not in-
cluded in GDP. For example, somecne painting his or her own
home would be producing painting services, but GDP would only
include the value of the paint, paintbrushes, and other materials
that are acquired and used; 17 it would not include the value of the
labor. There is no market transaction with respect to the “do it
yourself” labor, so the labor will not be taken into account in meas-
uring GDP. Even if thé labor services are observed, their value
may be difficult to measure.!® Similarly, it is difficult to levy a VAT
on nonmarket transactions because they are unobserved or difficult
to value, a problem also inherent in the current income tax. Part
IV.E.2. of this pamphlet provides illustrations of the difficulty in
including nonmarket transactions in the base of a consumption tax.
A second point to note is that in the national income accounting
method used to measure GDP, value added is 2 measure of income,
not consumption. GDP is a measure of the final output produced
in a given year, and as such it is a measure of the income of the
economy. The amount of consumption in the economy will differ
from its income by the amount of gross saving done in the year.
- A VAT generally is thought of as a consumption tax. As de-
scribed in greater detail in Part IV.A. of this pamphlet, what
makes a VAT a consumption tax is not necessarily its use of value
added as a base, but its use of cash-flow accounting principles to
measure value added. By contrast, national income and product ac-
counting uses accrual accounting principles to measure value
added, and thus ends up with an income base.

16 As the following discussion will point out, many of these firms may be individuals providing
services to themselves from their own efforts. ) '

17 This exampie assumes that ail of those materials were (?urchased in the year that the house
was painted. Those materials are included in that year's GDP because their sale is treated as
the sale to 2 final consumer. In some sense, the individual is a firm that is producing the serv-
ices of housepainting. The materials are the inputs and the value of the housepainting is the
output. The difference between the value of the housepainting and the cost of the acquired mate-
rials is the value of the labor in painting the house and is the amount of the “value added.”

18I this particular example, however, it may be possible to use, as a proxy, the value of simi-
lar services provided by a firm in the business of housepainting.
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2. Methods of determining value added~~ - -

The amount of value added may be determined under a VAT in
a number of ways. These include the credit-invoice method, the
subtraction method, and the addition method. The credit-invoice
method has been the system of choice in nearly all countries that
have adopted a VAT, while the subtraction and addition methods
have been used in the States of Michigan and New Hampshire.20
A subtraction-method VAT is also known as a business transfer
tax. .

Credit-invoice method VAT

Under the credit-invoice method, a tax is imposed on the seller
~for all of its sales. The tax is calculated by applying the tax rate
to the sales ?rice of the good or service and the amount of tax gen-
erally is disclosed on the sales invoice. A business credit is provided
for all VAT on all purchases of taxable goods and services (i.e., “in-
puts”) used in the seiler’s business. The ultimate consumer (i.e., a
non-business purchaser), however, does not receive a credit with re-
spect to his or her purchases. The VAT credit for inputs prevents
the imposition of multiple layers of tax with respect to the total
final purchase price (i.e., “cascading” of the VAT). As a result, the
net tax paid at a particular stage of production or distribution is
based on the value added by that taxpayer at that stage of produc-
tion or distribution. In _t_heo?r, the total amount of tax paid with
respect to a good or service from all levels of production and dis-
tribution should equal the sales price of the good or service to the
ultimate consumer multiplied by the VAT rate. _ .
In order to receive an input credit with respect to any purchase,
a business purchaser generally is required to possess an_invoice
- from a seller that contains the name of the purchaser and indicates
the amount of tax collected by the seller on the sale of the input
to the purchaser. At the end of a reporting period, a taxpayer may
calculate its tax liability by subtracting the cumulative amount of
tax stated on its purchase invoices from the cumulative amount of
tax stated on its sales invoices, S
. Example 1. Simple credit-invoice method VAT —Assume a
landowner sells felled trees to a paper mill for $1,000. The land-
owner had not been subject to tax with respect to anything used
in the Froduction of the trees. The paper mill processes the trees
into rolls of paper and sells the rolls to a distributor for $1,300. The
distributor cuts the rolls into sheets, packages the sheets, and sells
the packages to a retail stationery store for $1,500. The retail sta-
tionery store sells the entire lot of packages to nonbusiness con-
sumers for $2,000. The jurisdiction in question levies a broad-based

191t is reported that Japan imposes a’ version of an “accounts-based”, subtraction method
VAT. The Japanese VAT also has elements of the credit-invoice method. See. Tax Executives
Institute, Value-Added Taxes: A Comparative Analvsis (1992), p. 80.

20 The subtraction method has also been proposed in severaf recent U.S. legislative proposais.
See, e.g., the business tax components of the flat taxes proposed in H.R. 4535 and S. 488 as
introduced by Mr. Armey on June 16, 1994, and Sen. Specter on March 2. 1995, respectively
idescribed in Part IILB., belowr; the “Business Transfer Tax” of S, 2160 proposed by Sens. Boren
and Danforth on May 26, 1994; and the business tax component of the “USA Tax" proposed in
5. 722 as introduced by Sens. Domenici and Nunn on Aprii 25, 1995 1described in Part [11.C.,
below!. In addition, Mr. Gibbons, although he has not introduced legislation to date, has sup-
ported the adoption of 2 VAT in his testimony before the Bipartisan Commission on Entitle-
ments and Tax Reform on October 6, 1994, and in various writings.
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VAT at a rate of 10 perceﬁt. The tax would be determined as fol-
lows:

: VAT on

Product. VAT Net
stage Sales . Sales fur. VAT
Landowner .. 1,000x.1 = 160 - 0 = 100
Paper mill ... 1,300x.1 = 130 - {100) = 30
Distributor .. 1,500x.1 = 150 - (130 = 20
Retail store . 2,000x.} = 200 - {150) = 50
Total ............ ' ' 580 - (380) = 200

Thus, a total of $200 of VAT is assessed and collected in various
amounts from the four stages of production. If, instead of a VAT,
the jurisdiction in question levied a retail sales tax at a rate of 10
percent, the total amount of tax would also be $200 ($2,000 sales
{:imels 10 percent), all collected by the stationery store at the retail
evel.

Subtraction-method VAT

Under the subtraction method, value added is measured as the
difference between an enterprise’s taxable sales and its purchases
of taxable goods and services from other enterprises. At the end of
the reporting period, a rate of tax is applied to this difference in
order to determine the tax liability. The subtraction method is
similar to the credit-invoice method in that both methods measure
value added by comparing outputs (sales) to inputs (purchases)
that have borne the tax. The subtraction method differs from the
credit-invoice method principally in that the tax rate is applied to
a net amount of value added (sales less purchases) rather than to
gross sales with ¢redits for tax on gross purchases (as under the
credit-invoice method). The determination of the tax liability of an
enterprise under the credit-invoice method relies upon the enter-
prise’s sales records and purchase invoices, while the subtraction
method may rely upon records that the taxpayer maintains for in-
come tax or financial accounting purposes. -

The subtraction method may allow more flexibility in determin-
ing the amount of value added for a taxable period. For example,
capital costs may be either expensed or amortized under the sub-
traction method. The credit-invoice method, by allowing a credit for
the tax paid with respect to capital equipment in the year of pur-
chase, effectively provides for expensing. Similar issues arise with
respect to inventory valuation methods, installment sales reporting,
long-term contract reporting, the treatment of bad debts, or other
attempts to match the recognition of revenues or costs with a spe-
cific accounting period.2!

21Tg the extent costs are amortized or deferred under the subtraction method, the VAT will
be income based. ’
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Example 2. Simple subtraction method VAT.—Assume the
same facts as in Example 1 above. The subtraction method VAT
would operate as follows: : ‘

‘Production Sales added x VAT

stage chases" rate
Land- 1,000 - © = 1,000xI = 100
owner. ' _ S
Paper mill 1,300 - (1,000) = 300x.1 = 30
Distribu- 1,500 - (L300} = 200x.1 = 20
tor. oo
Retail 2,000 - (1,500 = 500x.1 = 50
store. . SR R s
Totals ...... ' ' © 2,000x1 = 200

. Comparing Examples 1 a_nd .2, the credit-invoice and subtraction
anethods yield the same amounts of tax at the same levels of pro-
uction. oo a

Addition-method VAT

The addition method, like the subtraction method, attempts to
measure value added with reference to existing income tax or book
accounting records, rather than with reference to the sales and
purchase invoices upon which the credit-invoice method relies. Spe-
cifically, the addition method adds together the taxpayer’s inputs
that are not purchased from other taxpayers (e.g., wages, interest,
and profits 22 ) and applies a tax rate to such sum. In this regard,
the addition method is a “mirror image” of the subtraction method
in that it uses the items of production that the subtraction method
ignores. It is for this reason that the subtraction and addition
methods are often viewed as alternative, but essentially identical,
methods of determining value added. Because of the similarity be-
tween the subtraction and addition methods, except as explicitly
provided, the addition method will not be considered further in this
pamphlet. For these and other reasons, the addition method simi-
larly is ignored when others consider the appropriate method with
which to calculate value added2s T 0 T

Example 3. The addition méthod.—Assume a refailer pur-
chases finished goods from a manufacturer and sells such goods to

22 [+ should be noted that under a consumption-based VAT, “profit” is not net income as cal-
culated for income tax or financial accounting purposes, but rather is net cash flow. Such a defi-
nition of “profit” is necessary if the VAT is intended to be a consumption-based, rather than
an income-based. tax. Because the determination of this profit element involves a calculation
similar to that required under the subtraction method, the addition method generally is not con-
sidered to have any administrative advantages over the subtraction method for purposes of de-
termining the value added by a for-profit entity. As discussed in Part IV.E.2, below, an addi-
tion-method VAT may be an appropriate means of applying a consumption tax to a not-for-profit
entity such as a governmental or charitable organization,

23 See, Charles E. McLure, Jr., The Value-Added Tax: Rey to Deficit Reduction?, p. 96: “If, as
seems likely, American interest were to focus on the consumption-based VAT, the addition meth-
od would have little attraction. . . . The addition method is markedly inferior for several rea-
sons.” =
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consumers from a furnished store it rents. The retailer employs
several employees. The income statement of the retailer for a pe-
riod is as follows:

Item Amount
Sales e e mranaeenmesres e st s be RS b Sb bbb bt b et et et e $10,000
Less:
Cost of finished goods Sold ...t eene e (5,500)
Salaries and wages e trene e rnrares (2,000)
Rent ..... {1.500)
“Profit” ..ooovveveeenees 1,000

Under the addition method, value added would be determined by
adding the internally generated (previously untaxed) items of the
taxpayer (i.e., salaries and wages of $2,000 plus profit of $1,000, or
$3,000). Under the subtraction method, value added would be de-
termined by subtracting from output the cost of inputs acquired
from other taxpayers (i.e., sales of $10,000 less cost of finished
goods sold of $5,500 less rent of $1,500, or $3,000). Thus, the sub-
traction and addition methods arrive at the same amount of value
added by examining different items of the taxpayer’s income state-
ment.

3. Exclusions under a VAT

In general

Most VATs adopted to date provide special treatment for im-
ported and exported goods and services.2¢ In addition, most VATs
provide exclusions for various goods and services, or classes of tax-
payers for economie, social, or political reasons. In addition, certain
goods and services are excluded from the VAT due to difficulties in
measuring either the amount of the value added or the element of
consumption (as opposed to the investment element) with respect
to the good or service. (Some of these items are discussed in detail
in Part IV.E.).

Goods, services, or classes of taxpayers may be excluded from a
VAT either by providing a “zero rating” or an exemption. There
may be significant differences between these two alternatives, par-
ticularly under the credit-invoice method. If a sale is zero-rated,
the sale is considered a taxable transaction, but the rate of tax is
zero percent. Sellers of zero-rated goods or services do not collect
or remit any VAT on their sales of those items, but are required
to register as taxpayers. In this way, sellers of zero-rated items are
able to claim credits (and perhaps a refund to the extent the tax-
payer does not have taxable sales) for the VAT they paid with re-
spect to purchased goods and services. .

Similarly, a seller of goods or services that is exempt is not re-
quired to collect any VAT on its sales. However, because such sell-
ers are not considered taxpayers under the VAT system, they may
not claim any refunds of the VAT that they may have paid on their
purchases. In addition, under the credit-invoice method, purchasers
of exempt goods or services generally are not allowed a credit for
any VAT borne with respect to such goods or services prior to the

24See the discussion in Part IV.C. for the general treatment of imported and expor;ned gﬁods
and services under consumption taxes.
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exempt sale. Consequently, a VAT exemption, as opposed to a zero
rating, in a credit-invoice system breaks the chain between inputs
and outputs along the various stages of production and distribution
and may result in a cascading of the tax (i.e., total tax collected
from all stages of production would be greater than the retail sales
price of the good times the VAT rate). For this reason, most VAT
commentators, while recognizing that exemptions may be useful in
easing the administrative and recordkeeping burdens of certain
targeted taxpayers or transactions {such as small businesses or cas-
ual sales), prefer zero rating as the means of providing VAT relief
under the credit-invoice method. =~ o

There is little practical experience available to assess how exclu-
sions would operate under a subtraction-method VAT. It is, how-
ever, theoretically possible to design exclusions under either a sub-
traction method that replicate the effects of zero rating or exemp-
tions under a credit-invoice VAT.25 Moreover, exemptions under
the subtraction method may relieve the tax on the value added by
the exempted activity, but do not result in the cascading that oc-
curs with exemptions under the credit-invoice method.

Examples of zero rating and exemption under the cred-
it-invoice method

Zero rating and exemption under the credit-invoice method have
different effects upon the seller and the government, as shown in
the examples below. _

Example 4.—Assume a logger sells felled logs for $100 to a fur-
niture maker who makes chairs that are sold for $150 to a retailer
who sells the chairs to consumers for $170. Further assume that
no VAT is imposed prior to the sale of felled logs and the VAT rate
is 10 percent. Providing a zero rating under the credit invoice at

-the various stages of production has the following results: ~ =

Effects of zero rating under a credit-invoice VAT

. Zero rating for: o
No one o me;m. Retailer
VAT calcula- _ .
tions (VAT on
taxable sales
less VAT on _ _ . . _
" purchases): _ T
Logger ........ 10~ 0=10 0-0=0 10—~ 0=10 " -10-0='10
Furniture ‘ Co

‘maker ... 15-10= 5 15— 0=15 0-10=(10) 15~10=5

#The imposition of multiple rates VAT rates on different items is all but impossibie under
the subtraction or addition methods. A more detailed discussion of the design issues related to
VAT exclusions and multiple rates of tax is beyond the scope of this pamphlet. For further anal-
ysis, see, Joint Committee on Taxation, Fecrors Affecting the International Competitiveness of
the United States (JCS-6-91), May 30, 1991, pp. 275-283; Chacles E. McLure, Jr., The Value-
Added Tax: Kev to Deficit Reduction?, American Enterprise Instituté for Public Policy Research,
Washingwon. D.C.. 1987, ch. €; and Alan A. Tait, Value Added Tox, International Practice and
Probiems, International Monetary Fund, Washington, D.C.. 1988, ch. 3. o
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Effects of zero rating under a credit-invoice VAT —Continued

Zero rating for:
No one Logger Fm‘:.'e Retailer
Retailer ...... 17-15=2 17-15=2 17— 0=17 0-15=(15)
Total - ' ‘ "
VAT . 17 17 i7 0

- As demonstrated in the last column in the table above, a zero
rating at the retail level relieves all the VAT collected at all prior
stages and results in no tax being collected by the government. A
zero rating at any level of production before the retail stage results
in total government collections being the same as if no exclusions
were granted (compare the first three columns in the table above),
and also results in the correct amount of total VAT being collected
(assuming no price changes as a result of the relief granted).26

Example 5—Assume the same facts as Example 4. Providing an
exfmption at the various stages of production has the following re-
sults:

Effects of exemptions under a cre_dit-invoice VAT

Exemptioh'for:

No one " N Retailer
Logger Pl
VAT calculations (VAT
on taxable sales less
VAT on purchases): . \
Logger ..o 10— 0=10 Exempt 10— 0=10 10~ 0=10
Furniture maker ...... 15—-10= 5 15— 0=15 Exempt 15-10=5
Retailer ........ccernvvrnnee 17-15= 2 17-15= 2 17— 0=17 Exempt
Total VAT ....... 17 17 27 15

As demonstrated by the last column in the table above, a system
that provides an exemption at a final step of production will relieve
only the tax related to the amount of value added at the retail
stage and not all the tax collected through such point. As dem-
onstrated in the second column of the table above, an exemption
at the initial stage of production will shift the amount of tax nor-
mally collected at such stage to the next stage and results in the
government collecting as much total VAT as if no exemption were
provided (compare the first two columns above).

Ironically, an exemption in an intermediate stage may cause a

eater aggregate tax burden than if no exemption were granted.

or example, in column 3 of the table for Example 5, although the
furniture maker pays no VAT on the sale and has no tax liability
per se, neither the furniture maker nor its customer, the retailer,
receive credit for the $10 of VAT paid by the logger. Thus, if an

28 The “corréct” amount of the VAT on an item is the cumulative value added through all
stages of production times the VAT rate, Thus, the correct amount of the VAT through the retail
sale stage in Example 4 is $17. o
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intermediate seller is exempt from the VAT, the total amount of
VAT paid will be greater than (and bear no necessary relationship
to) the correct amount of the VAT for an item.?? This feature may
give an advantage to, or cause an incentive for establishing, verti-
cally integrated businesses. Primarily for these reasons, most com-
mentators believe that zero ratings are superior to exemptions for
purposes of granting VAT relief under the credit-invoice method.28

Examples of exclusions under the subtraction method

It is difficult to assess how exclusions would operate under a sub-
traction-method VAT because of a lack of practical éxperience with
these methods. Theoretically, however, it should be possible to de-
sign exclusions that would replicate the results of zero ratings or
exemptions under the credit-invoice method. In order for a subtrac-
tion-method VAT to reEIicate the results of zero ratings under the
credit-invoice method (Example 4 above), a seller to whom relief is
targeted would not be taxed on sales but would be allowed deduc-
tions for purchases that bore the tax, potentially creating a net def-
icit upon which a refund could be based. Businesses that acquire
goods from zero-rated sellers may or may not be allowed to deduct
the cost of such purchases under a subtraction method VAT. If the
VAT is based on the “sophisticated” subtraction method, deductions
are not allowed. If the VAT is based on the “naive” subtraction
method, deductions are allowed.?® A “sophisticated” system may
present administrative difficulties that would result in a loss of
some of the perceived advantages of the subtraction method and
would result in a VAT that resembles a credit-invoice VAT. The fol-
lowing examples assume a “naive” subtraction method VAT.

Example 6.—Assume the same facts as Example 4, except that
the VAT is computed under the subtraction method and net losses
result in refunds.

27 Ag in Example 4, the “correct” amount of the VAT for Example 5 is $17.

28 S5ee, e.g., Charles E. McLure, Jr,, The Value-Added Tax, American Enterprise Institute for
Public Policy, 1987, Chapter 6.

29The “sophisticated”™ and “naive” nomenclature can be traced McLure, The Value-Added Tax,
ibid., ch. 6. Under a “sophisticated” system, the business buyer must know that the seller was
subject to tax on the sale in order to obtain a deduction for its purchases. Undeér a “naive” ver-
sion, such knowledge is not required, as all business purchases are deductible, whether or not
the seller was subject to tax.



Effects of zero rating under a subtraction method VAT

Zero rating for
Retailer
No one Logger Furniture maker
Value added caleulations (Taxable sales less purchases):

LOBEEY .ooerictiiniitn i asas et e 100—- 0=100 0— 0= 0 100 - 0= 100 100— 0= 100
Furniture maker .....ocoveeinimsmcensieommmnemenssenssme 150—-100= 50 150~ 100=50 0 - 100=(100) 150 —100= 50
Retailer ......ccorvveennes et e 170-150= 20 170-150=20 170—150 =20 0 - 150=(150)

Total value added ........ooeeermiiniinncnrn s 170 70 20 0

Total VAT at 10 percent 17 -7 2 0

9g
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Finally, an exemption system can be designed for a subtraction-
method VAT that does not result in the cascading inherent to the
exemption system provided under the credit-invoice method. Such
a system would provide a “one-level” exemption for a targeted tax-
payer or stage of production. Purchasers of inputs from such ex-

empted sellers would be allowed a full deduction for the cost of

such purchases. Thus, the one-level exemption method would re-
duce government VAT receipts in proportion to the amount of val-
ued added at a tar%eted stage of production or distribution. This
form of relief would be appropriate if the goal were to relieve a par-

ticular type of taxpayer {e.g., small businesses), but would not be -

appropriate if the goal were to relieve a particular type of product
(e.g., food). However, even such relief may present other problems
{e.g., defining the class of favored taxpayers). : '

Example 7.—Assume the same facts as Example 6. Providing an
ex?mption at the various stages of production has the following re
sults: '

Effects of exemption under a subtraction method VAT

" Exemption for:

" Noone - j . Retailer
o . Furniture
' Logier maker

Value added cal-
culations (Tax-
able sales less
purchases):

Logger ......... 1:00— 0=100 Exempt 100~ 0=100 100- 0=100
Furniture ' ' '

maker ......... 150-100= 50 150 —100=50 Exempt 150~ 100= 50
Retailer .......... 170-150=20 170-150=20 170~ 150= 20 " Exempt

added ... - 170 70 120 150

percent 17 7 12 15

Example 6 demonstrates that a zero rating under a “naive” sub-
traction method relieves VAT from all value added through the
stage of production at which the zero rating is %‘a;nt_ed and only
taxes value added after the tax-favored stage. Example 7 dem-
onstrates that providing an exemption under a “naive” subtraction
method only provides tax relief to the value added at the particular
stage that the relief is granted. Thus, zero ratings and exemptions
under a “naive” subtraction-method VAT provides different results
than zero ratings and exemptions under a credit-invoice method
%AT (compare Example 4 to Example 6 and Example 5 to Example

Summary of exclusions

In general, most VAT commentators agree that the most efficient
VAT would be one that has a minimum amount of exclusions.
~Under such a broad-based VAT, the credit-invoice and subtraction
methods would operate in much the same manner. The commenta-
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tors also agree that to the extent exclusions are provided, zero rat-
ing is preferable to exemption and the credit-invoice method is a
more amenable to zero (or multiple) rating because the credit-in-
voice method allows the character of the good or service (and the
appropriate tax treatment) to be determined at the time of sale.
The resulting invoice documents such determination contempora-
neously. However, to the extent exemptions are preferable to zero
rating (e.g., if one wanted to provide administrative relief for small
businesses that provide goods and services at an intermediate
stage of production or distribution), the “naive” subtraction method
may be preferable to the credit-invoice method in order to avoid the
cascading of the VAT (compare Examples 5 and 7, above).

4, GATT legality of border adjustments

A VAT based on the destination principle imposes tax on imports
and provides tax rebates on exports. These import charges and ex-
port rebates are commonly referred to as “border adjustments” and
are a part of nearly all VAT systems currently in place.3¢

Under the border adjustments, exported goods would not be sub-
ject to the VAT through zero-rating the sale of exported goods (i.e,,
by applying a VAT rate of zero to exports, thus allowing the ex-
porter to claim refundable credits for VAT paid with respect to the
purchased inputs). On the other hand, importers would be subject
to tax on the full value of imported goods (because inputs with re-
spect to such products had not been subject to the U.S. VAT). Simi-
lar tareatment would be provided for imported and exported serv-
ices.31

Border adjustments are fully consistent with the General Agree-
ment on Tariffs and Trade (GATT), as long as they do not discrimi-
nate against imports or provide over-rebates on exports. Relief from
“indirect” taxes on exports does not constitute an illegal export sub-
sidy, while relief from “direct” taxes (such as income taxes) is ille-
gal. “Indirect” taxes are defined to include value-added taxes, and
credit-invoice VATSs have been accepted as border-adjustable under
GATT. Although a subtraction-method VAT has the same base as
a credit-invoice VAT, it is not clear whether a subtraction-method
VAT is an indirect tax and whether border adjustments under the
subtraction-method are GATT-legal.32 Further, because there are
no pure subtraction-method VATs currently in existence, there
have been no GATT challenges or test cases with respect to the le-
gality of subtraction method border adjustments.

3¢ See, Part IV.C. for a discussion of border adjustments under a consumption tax.

91The cross-border provision of services presents difficult issues under any VAT, Services may
be performed in whole or in part in one jurisdiction and used in another. Theoretically, (1) serv-
ices performed by a person outside the United States but “used” in the United States would
be subject to the United States VAT, (2! services performed by a United States ‘person but
“used” in a foreign country weuld not be subject to the United States VAT, and (3) the value
of services used within and without the United States would be allocated between the two juris-
dictions based on the relative values of such services. In the case of services, as demonstrated
by the present-law income tax controversi¢s surrounding Internal Revenue Code section 482, the
identification, measurement, and valuation of “use” is difficult. Certain services that are pro-
vided both within and without the United States, such as international transportation or com-
munication. cottld be allocated pursuant te statutory ialthough somewhat arbitrary! ratios, as
under the present-law income tax. The resolution of the issues related to the cross-border provi-
sion of services is beyond the scope of this pamphlet. .

32See, ¢ g., George N. Cartson and Richard A Gordon, “VAT or Business Transfer Tax: A Tax
on Consumers or on Business?” Tax Notes, October 17, 1988, p. 329.

8
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5. Visibility :

In the case of a sale to another business, the seller would be re-
quired to state the amount of VAT in order for the purchaser to
be able to claim a credit for the tax under the credit-invoice meth-
od. Because consumers cannot claim VAT credits with respect to
their purchases, it is not necessary to disclose the amount of VAT
on the retail sales invoices. Indeed, some countries have prohibited
the disclosure of VAT on consumer sales.33 Such a rule would re-
quire sellers to determine the status of purchasers at the point of
sale. Similar issues arise with respect to State and local sales
taxes.

~Under the subtraction method, it is unclear whether and how a
seller would state the amount of tax applicable to a particular sale
on the sales invoice, since the seller’s tax liability is not necessarily
dependent upon its sales records. For this reason, it has been sug-
gested that a subtraction method VAT is more hkely to be a “hid-
den tax” and that consumers may be Iess likely to be cognizant of
the tax.34

6. Interaction with State and local taxes

‘Traditionally, State and local governments have unposed retail
sales taxes on goods and services acquired within their jurisdiction.
Imposition of a Federal VAT and the method used to compute the
VAT will have a direct effect on State revenues, First, a determina-

_tion must be made whether the taxable base for the Federal VAT
includes separately-stated State or local taxes. Second, if the Fed-
eral VAT is determined under the credit-invoice method State and
local governments must determine whether their taxable bases in-

" clude the Federal tax (assuming that nothing in the Federal stat-
ute preempts State and local governments from “piggybacking” the
Federal VAT). However, if the Federal VAT is determined urder
the subtraction method, the Federal VAT may be incorporated into
“the price of the good or service under market forces and the State
and local tax would be automatically piggybatked upon the Federal
tax. Finally, imposing a Federal VAT on goods and services may
create complexity to the extent State and local governments pro-
vide sales taxes on different bases.35 ]

Canada imposes a national credit-invoice VAT and the variol

provinces impose local consumption taxes. The Canadian VAT pro-

vides that a province may elect into the national system and allow
Revenue Canada to collect and remit the provincial portion of the
tax on behalf of the province. A similar prov151on ‘could be inserted
into the a U.S. VAT under either a credit-invoice or a subtraction
method. However, such coordination would require the Federal and
-State taxes to have the same tax base and would also require rules
for the appropriate treatment of interstate sales.

93 See, John Due, “Same Unresolved [ssues in Desng‘n and Implementation of‘ Value Added
Taxes.” National Tax Journal, Vol, 43, No. 4, December 1980, pp. 383, 392.

348ee, U.S. General Accounting Ofﬁce Tax-Credit and Subtraction Methods of Calculating a
Value-Added Tax, GAO/GDD-89-87. June 1989, p. 25.

35 See, also the d:scussmn of the interaction of a proposed Federal retail sales tax and similar
State and local taxes in Part IILD., below.

93-437 0 - 95 - 2
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B. “Flat Tax” (H.R. 4585, 103rd Cong. (Rep. Armey) and
S. 488 (Sen. Specter}))

1. In general

A “flat tax” generally is any tax system with only one marginal
tax rate.3¢ For example, one could construct a flat tax out of the
current individual income tax by eliminating all but one marginal
rate bracket and repealing provisions that impose higher marginal
rates by reducing other deductions or exclusions (e.g., the personal
exemption phaseout and the limitation on itemized deductions).
‘While such a tax would be a flat tax on the basis of its single rate
bracket, it would still contain dozens of tax expenditure provisions,
including the home mortgage interest deduction, the charitable
contribution deduction, the deduction for State and local income
taxes, the earned income tax credit, and the dependent care credit.
These special provisions (including exclusions for certain kinds of
income, tax credits and deductions, and tax deferral provisions)
were added by Congress to the Code over the years to provide in-
centives for particular kinds of activities or to provide relief to par-
ticular kinds of taxpayers.

Many of the flat tax proposals that have been developed do more
than simply apply one rate to the current individual income tax
base. In addition, they redefine the base of the tax. There are two
main approaches: a consumption base and an income base. The
gross income of a taxpayer in any year is simply the sum of the
taxpayer’s consumption and gress saving. Thus, the difference be-
tween these two bases is in the treatment of saving. An income-
based tax includes the return to saving in the fax base; a consump-
tion-based tax does not. Either a consumption base or a com-
prehensive income base would represent a significant departure
from the present-law individual income tax base, which contains
elements of both income and consumption bases.3”

An alternative to the consumption base is a comprehensive in-
come base. The Treasury Department described such a base in its
study of tax reform in the early 1980s.3%8 A comprehensive income
base would include income from all sources, whether labor income
or returns to saving. Capital gains would be treated the same as
ordinary income. Sources of income currently excluded from tax,
such as employer-provided health insurance, would be included in
the base. Items currently given consumption-base treatment in the
individual income tax would be put on an income base.

2. Recently proposed flat taxes

On March 2, 1995, Senator Arlen Specter introduced 5. 488. On
January 4. 1995, Congressman Philip Crane introduced H.R. 214,
“The Tithe Tax,” in the House of Representatives. In the 103rd
Congress, on January 26, 1993, Senator Jesse Helms introduced S.
188, “The Tithe Tax;” and on June 16, 1994, Congressman Richard

36 A bracket with a marginal rate of zero could also be provided by allowing a standard deduc-
tion and personal exemptions. As long as only one bracket has a2 marginal tax rate greater than
zero, the tax wouid commonly be referred to as a “flat tax.” )

3T For a discussion comparing income-based and consumption-based taxes, see Part IV.A. of
this pamphlet.

38 Department of the Treasury. Tax Reform for Fairness, Simplicity and Economic Growth,
Vol I, 1984

4]
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Armey introduced H.R. 4585, “The Freedom and Fairness Restora-
tion Act of 1994.” The subsequent discussion provides a description
of HL.R. 4585 and S. 488.32 These bills may be generally described
as “consumption-based flat taxes.” 40 ‘ _

3. Description of H.R. 4585 (103rd Cong.) and S. 488
Taxation of individuals

The bills would amend section 1 of the Code*! to impose a tax
equal to 20 percent (in the case of H.R. 4585, the tax rate is re-
duced to 17 percent for taxable years beginning after December 31,
1996) of the excess (if any) of: (1) the taxable earned income re-

‘ceived or accrued during the taxable year over (2) the standard de-

duction for the year. For this purpose, “taxable earned income”
would mean the excess (if any) of earned income (as defined in
Code sec. 911(dX2)) over foreign earned income (as defined in Code
sec. 911(b}1)).42 Present-law Code section 911(d)2) provides that
“earned income™ means wages, salaries, or professional fees and
other amounts received as compensation for personal services actu-
ally rendered, but does not include that part of the compensation
derived by the taxpayer for personal services rendered by him to
a corporation that represents a distribution of earnings and profits
rather than a reasonable allowance as compensation for the per-
sonal services actually rendered. In the case of a taxpayer engaged
in a trade or business in which both personal services and capital
are material income-producing factors, under regulations pre-
scribed by the Secretary, a reasonable allowance as compensation
for the personal services rendered by the taxpayer, not in excess of
30 percent of his share of the net profits of the trade or business,
is considered earned income. L o
Under the bills, the “standard deduction” would be the sum of a
“basic standard deduction” plus the “additional standard deduc-
tion.” As under present law, the amount of the basic standard de-
duction would be determined based on the individual’s filing status
as provided in Table 3 below. (For the sake of comparison, the
amounts of standard deductions allowable under present law are
also provided in the table.) = - o -

3 Many features of HLR. 4585 and S, 488 are ideiticsl. Differences between the bills are de-
scribed below. Both bills are ‘based upon 4 proposal by Professors Robert E. Hall and Alvin
Rabushka, described in Low Tax, Simple Tax, Flat Tax, (New York: McGraw-Hill), 1983,

40The bills describe flat taxes because the taxes would be imposed at a single rite on taiable
income. These flat taxes may be described as ¢ansumption-based because in determining taxable
income, returns on investment assets would be excluded and businesses would be allowed to ex-
pense the cost of capital assets. See Part IV.A. of this pamphler for a discussion of the character-
istics of consumption-based taxes. Other proposed legislation also contain consumption-based -
flat taxes. Although the bases for these proposals are the sime as the bases for H.R, 4585 and
$. 488, (i.e, consumption), the methods for collection differ. For example, H.R. 214 genierally
would apply at the individual level and would not apply to businesses. "~~~ o :

4t Under present law, Code section 1 imposes the regular income tax ipon individuals. " °

*2Under present law, Code section 911 provides for an exclusion of up to $70,000 of the for-
eign earned income of a qualified individual. Section 911(b%1) describes what portion of an indi-
vidual's earned income constitutes foreign earned income eligible for the exclusion. - h
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Table 3.—Comparisons of “Standard Deductions” Under
H.R. 4585, (103rd Cong.) S. 488 and Present Law

H.R. 4585 basic S. 488 basic Present-law
Filing status? standard de- standard de- standard de-
duction duction _ duction?
Joint return ......... $24,700 $16,500 $6,550
Surviving spouse . 24,700 16,500 6,550
Head of household 16,200 14,000 5,750
Married filing
~ separately ......... 12,35¢ 9,500 3,275
Single ...cvveeeieeenns 12,350 9,500 3,900

. 1The determination of an individual's filing status under the bill is the same as
under present law.

2The amounts in Table 3 provided above for the standard deductions apply for
calendar year 1995. These amounts are indexed annually for inflation.

In addition, individuals that are blind or age 65 or older may increase their
standard deductions under present law. These additicnal deduction amounts are
not provided under the bills.

Under the bills, the “additional standard deduction” would be an
amount equal to (1) $5,000 in the case of H.R. 4585 or (2) $4,500
in the case of S, 488, times the number of dependents of the tax-
?ayer. (Under present law, a $2,500 exemption amount is allowed
or calendar year 1995 for the taxpayer, his or her spouse, and each
dependent ofly the taxpayer. The exemption amounts are indexed an-
nually for inflation.) Similar to present law, the exemption, basic
standard deduction and the additional standard deduction amounts
under the bills would be indexed for inflation. :

S. 488 would allow individuals to deduct up to $2,500 ($1,250 in
the case of a married individual filing a separate return) annually
for charitable contributions.43 In addition, the bill would make cer-
tain changes to the present-law rules regarding charitable con-
tributions. First, deductions for contributions of property other
than cash or its equivalent would not be allowed. Second, the ad-
justed gross income limitations of present law would not apply.+4

S. 488 also would allow individuals to deduct “qualified residence
interest.” For this purpose, “qualified residence interest” would
mean any interest that is paid or accrued during the taxable year
on acquisition indebtedness with respect to a qualified residence
" (as determined under present law).#5 Under the bill, the aggregate
amount that may be treated as acquisition indebtedness for any pe-

+Under present law, individuals are allowed to deduct the greater of their standard deduc-
tion or their itemized deductions lincluding charitable contributions and mortgage interest). The
bill appears to allow individuals to deduct charitable contributions and mortgage interest in ad-
dition to, rather than in lieu of, the standard deduction. ) :

“Under present law, an individual generally may not deduct as a charitable contribution an
anioun:} %'reater than 50 percent (30 percent in the case of certain contributions) of the individ-
ual's AGL

+5Under present law, “acquisition indebtedness” means any indebtedness that is incurred in
acquiring, constructing, or substantially improving any qualified residence of the taxpayer and
is secured by the residence. Acquisition indebtedniess also includes indebtedness secured by the
residence resulting from the refinancing of qualified acquisition indebtedness. The aggregate
amount of acquisition indebtedness that may be taken into account for any period under present
law may not exceed $1,000,000 ($500.000 in the case of a married individual filing a separate
return.! For this purpose, “qualified residence” means the principal residence of the taxpayer
fas defined under sec. 1034} and one other residence selected by the taxpayer and used by the
taxpayer as a residence. )

ki)
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riod may not exceed $100,000 ($50,000 in the case of a married in-
dividual filing a separate return). )
The deductions for charitable contributions and mortgage inter-
est are not provided in H.R. 4585. o
For wages paid after December 31, 1994, H.R. 4585 would repeal
the withholding of income taxes by an employer on such wages. S.
488 does not contain a similar provision. R '

Taxation of business activities

The bills would amend section 11 of the Code*6 to impose a tax
equal to 20 percent (in the case of H.R. 4585, the tax rate is re-
duced to 17 percent for taxable years beginning after December 31,
1996) of the business taxable income of a person engaged in a busi-
ness activity. The tax would be imposed on the person engaged in
a business activity, whether such person is an individual, partner-
ship, corporation, or otherwise. For this purpose, “taxable business
income” would mean gross active income reduced by specified de-
ductions. “Gross active income” would mean gross income other
than investment income. _ _ : N :

The bills would allow deductions for (1) the cost of business in-
puts for the business activity, (2) the compensation (including con-
tributions to qualified retirement plans but not including other
fringe benefits) paid to employees for the performance of services
in such activity, and (3) the cost of tangible personal and real prop-
erty used in such activity. For this purpose, “the cost of business
inputs” would mean (1) the actual amount paid for goods, services,
and materials, whether or not resold during the taxable year, (2)
the fair market value of business inputs brought into the United
States, and (3) the actual cost, if reasonable, of travel and enter-
tainment expenses for business purposes. Business inputs would
not include purchases of goods or services provided to employees or
owners.

If a taxpayer’s aggregate deductions for any taxable year exceed
its gross ‘active income for the year, the amount of deductions al-
lowed for the succeeding taxable year would be increased by the
sum of (1) the excess, plus (2) the product of the excess and the
three-month Treasury rate for the last month of the taxable year.

The business activities taxes proposed by H.R. 4585 and S. 488

resemble a subtraction-method VAT, as described in Part IILA. of =

the pamphlet. The difference between the bills” business activities
taxes and a subtraction-method VAT is that the bills would allow
businesses to deduct compensation expense, while VATSs generally
do not allow compensation deductions. However, under the bills,
the receipt of such compensation is subject to tax at the individual-

level at the same flat rate applicable to businesses. Thus, the com- -

bination of the business activities tax and the individual tax is
roughly equivalent to a VAT. The combination of the individual
and business taxes under H.R. 4585 and S, 488 are not exactly
equivalent to a VAT because of the allowance for standard deduc-
tions (and certain itemized deductions in the case of S. 488) at the

_*Under present law. section 11 of the Code imposes the regular income tax upon corpora-"
tions. : : - : :
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individual level.47 Alternatively, the bills could be viewed as a VAT
that provides individuals with built-in exemptions for a minimum
amount of consumption.+8

Additional considerations to be taken into account
under a consumption-based flat tax

It appears that the intent of H.R. 4585 and S. 488 is to replace
the present-law corporate and individual income taxes with a flat
tax.4? As with any proposal to institute a new tax regime, a de-
tailed, section-by-section analysis of present law should be under-
taken in order to determine which current provisions are compat-
ible with the proposal (and should be retained) and which are not
compatible (and should be repealed). However, as drafted, the bills
simply amend present-law Code sections 1, 11, 63, 163, and 170
and leave it unclear whether and to what extent other present-law
sections are to apply. For example, the bills do not repeal such
present-law provisions as the alternative minimum taxes on indi-
viduals and corporations, the personal holding company tax, and
the accumulated earnings tax; although it appears that it is in-
tended that these provisions should be repealed. Likewise, the var-
i)qﬁs present-law income tax credits are not repealed under the

ills.

Althou?h the following discussion uses H.R. 4585 and S. 488 as
frames of reference, it is not intended to be limited to an analysis
of the compatibility of the entire present-law Internal Revenue
Code with these particular bills or any other similar proposal.
Rather, this discussion will highlight certain issues that should be
considered in the development of any alternative tax system,
whether or not a flat tax. These issues primarily involve: (1) who
are taxable persons, (2) what are taxable transactions, (3) what is
gross income subject to tax, (4) what are allowable deductions that
may offset such gross income, (5) the international aspects of the
tax, and (6) what transition should be provided from the present-
law tax regime to the proposed system. Some of these issues are
di:.;lcussed specifically below as well as in other parts of this pam-
phlet.

Taxation of individuals

The bills impose tax on the earned income of individuals. For
this purpose, earned income is determined under Code section 911.
As described above, section 911 provides a general definition of
earned income that would tend to cover most of the income earned
by individuals. However, section 911 applies only to a limited num-
ber of taxpayers under present law, so it is not clear that it pro-
vides the appropriate model for purposes of defining “earned in-
come” in all cases. In addition, certain other issues exist, including
the treatment of contributions and distributions from tax qualifie

+7 For a more detailed discussion of the equivalence among consumption tax, see Part IV.A.
of this a pamgi;&et. . .

43 As described by Robert E. Hall and Alvin Rabushka in The Flar Tax: A Simple ressive
Consumption Tax, a Fa r prepared for a Hoover Institution conference of May 11, 1995, the
exemption amounts of their proposed flat tax are intended to provide reiief for lower income in-
dividuals under their consumption-based tax. See Part [V.E4. for a discussion of alternative
methods of providing relief from a consumption tax. ) i

49 See, statement of Senator Specter accompanying the introduction of 5. 488, contained in the
Congressional Record, Vol. 141, No. 39 (104th Cong., 1st Sess.), March 2, 1995, p. 3416,
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retirement plans and the &oordination between the individual tax
and the business activities'tax, =~ e oo e e

Tax-qualified retirement plans.—Under present law, a plan of de-
ferred compensation that meets the qualification standards of the
Code (a “qualified plan”) is accorded favorable tax treatment. Em-
ployees do not include qualified plan benefits in gross income until
the benefits are distributed even though the plan is funded and the
benefits are nonforfeitable. Within limits, the employer is entitled
to a current deduction for contributions to a qualified plan even
though an employee’s income inclusion is deferred. o

The treatment of qualified plan benefits under the individual tax

~of the bills is unclear.5° Maintaining the present-law treatment of
such benefits (i.e., excluding benefits from income until paid) would
be consistent with the overall approach of the bill, and is essen-
tially equivalent to including contributions in income and exempt-
ing subsequent earnings from tax (which is the general approach
of the bilb. o R

Another approach would be to include benefits or contributions.
in income when earned or made and exclude earnihgs from tax
{just as investment income is exempt from tax under the bills).
Under this approach, issues would arise as to the proper timing of
any income inclusion and, in some cases, the value of the benefits
to be included. For example, qualified plan participants generally
do not have an absolute right to plan benefits at any time. Rather,
benefits vest over a period of years. Vesting would have to be taken’
into account in determining the proper timing and amount of any
income inclusion. Also, under certain types of plans, plan partici-
pants do not have a separate account, but rather earn a benefit
payable in the future. It may be difficult to determine the proper
value of such benefits before they are paid.

Under either approach, many of the present-law rules relating to
qualified plans, such as the limits on contributions or_bene%xts,'
could be repealed or substantially modified. Retaining some of the
present-law rules relating to such plans, such as the fiduciary re-
quirements, may be beneficial to plan participants and desirable
from a retirement income policy perspective.

Coordination between the individual tax and the business activi-
ties tax.—Under the bills, self-employment income (i.e., income
from sole proprietorships, general partnerships, etc.) appears to be
subject to the individual portion of the flat tax. Such income would
also appear to be subject to the business activities tax as well. Be-
cause it appears that this double tax result was not intended, some
coordination between the individual and business activities taxes of
the bills are needed. Other flat tax proposals would address this
issue by allowing a business a compensation deduction and only
taxing wages at the individual level.! In such a system, income is
either taxed as business income (determined after a compensation
deduction) under the business activities tax or as compensation
under the individual tax. In that way, income is taxzed only once
at the same flat rate (although all or a portion of the compensation

5 Under the business tax, contributions hy an’ employer to a qualified plan would be deduct.
ibla. _ 2 P A D deduct
%1 See, for example, Hall and Rabushka, Low Tax, Simpie Tax, Flat Tax.
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subject to tax at the individual level may be offset by whatever
standard deductions or exemptions that are so provided.)

Another issue regarding the coordination between the individual
tax and the business activities tax with respect to compensation in-
volves the coordination between the deductibility of compensation
at the business level and the inclusion of such compensation at the
individual level. This issue is described under discussion of the
business activities tax, below.

Finally, the present-law employment taxes, including the self-em-
ployment tax of Code section 1401, are not repealed by the bills.
Under present law, the self-employment tax is an income-based,
rather than consumption-based, tax. If one of the goals of the bills
is to simplify the tax law by repealing the various income tax pro-
visions, consideration should be given as to the proper base for the
self-employment tax. '

Taxation of business activities

Taxable persons and activities.—The bills impose tax on “every
person engaged in a business activity.” For this purpose, “business
activity” is not defined. Thus, it is not clear whether the tax applies
to activities that may be classified as “hobbies” under present law
or to casual activities such as garage or yard sales, sales of used
automobiles by consumers, or sales of personal residences by occu-
pants. Likewise, it is unclear whether all the activities of tax-ex-
empt entities such as section 501(c¥3) entities are subject to the
tax or whether such entities would be subject to tax under the
present-law rules applicable to unrelated business income. A simi-
lar analysis could be applied to government agencies that provide
services {e.g., municipal-owned utility systems).>2

Moreover, the jurisdictional scope of the tax is not defined. For
example, it is unclear whether the tax applies only to business ac-
tivity conducted in the United States, whether or not by a U.3. per-
son (however defined) or to any business activity conducted by a
U.S. person, whether such activity occurs in the United States or
abroad. If the tax applies to activity conducted abroad, it is unclear
whether present-law foreign tax credits are allowable.>3

Gross active income.—Under the bills (as well as under most con-
sumption-based taxes), “gross active income” means gross income
other than investment income. It is unclear whether “gross income”
is defined as it is under the present law income tax (i.e., income
from whatever source derived) or whether it has a different mean-
ing. Further, “investment income” is not defined. Generally, invest-
ment income is often thought to be income from passive assets held
by the taxpayer, such as interest income, dividends, rents, royal-
ties, and capital gains. However, income that may be investment
income to one type of taxpayer may be active trade or business in-
come of another. For example, interest income on a Treasury bond
may be investment income for a manufacturer, but may be active

525ee Part [V.E.2. for a discussion of the issues raised by nonprofit and governmental organi-
. zations under a consummption tax.
53Gee Part [V.C. for a discussion of seme of the international trade issues raised by the imple-
mentation of a consumption tax. Unlike most VATs, the business portion of the flat tax proposed
by Profs. Hall and Ragushka is not based on the destination principle 'i.e., no 1ax on exports
and taxation of imports).

i
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income for a bank (see the discussion below with respect to finan-
cial institutions).

Deductions—The bills allow deductions for “business inputs,”
compensation paid to employees, and the cost of tangible personal
and real property used in a business activity. The bills do not allow
deductions for fringe benefits, but does not provide a definition of
when such a benefit expressly constitutes compensation. The de-
duction for compensation under the business activities tax could be
coordinated with the inelusion of earned income under the individ-
ual tax. That is, a business would be allowed to deduct only those
items of compensation that its employees are required to include in
their incomes. In addition, a business would not be allowed to de-
duct those items of compensation that are not includible in the
gross incomes employees. Under such a system, potentially all com-
pensation would be includible in income, at some level, exactly
once.54 However, certain compensation could escape taxatlon For
example, if an entity not subject to tax (say, the Federal Govern-
ment) supplies a form of compensation not includible in the gross -
income of its employees (say, eémployer-provided parking), such
compensation would escape taxation because the denial of the de-
duction has no effect on the tax-exempt entity.

Financial institutions.—As indicated above, the treatment of fi-.

nancial institutions (e.g., depository institutions such as banks and

savings and loans and insurance companies) is unclear under the

'proposed flat tax. It would appear that depository institutions

would include in gross receipts interest income received from bor-
rowers since such income likely could not be classified as excludible
investment income. However, the bills do not appear to allow a de-
duction for interest paid to depositors, or for bad debts. Similarly,

.insurance companies would be required to include in gross receipts

premiums received from policy holders but would not be allowed
deductions for claims paid or additions to reserves. Thus, based on
a literal reading, the bills seemingly would create a gross receipts
tax for financial institutions and, given the relatively small profit

-margin under which some of these institutions operate, may create

an effective tax rate in excess of 100 percent. Similar issues arise

~with respect to other institutions such as regulated investment

companies (RICs), real estate investment trusts (REITs), and other
investment vehicles.
Presumably, a gross receipts tax on financial institutions is unin-

‘tended. However, what is intended is unclear. Options include: (1)

excluding financial institutions from the tax or (2) providing a spe-
cial regime for the taxation of such institutions (e.g., by allowing
deductions for interest for financial institutions). However provid-
ing special rules for financial institutions requires a definition of
such taxpayers 55

34 Inder the present-law income tax, some items of compensation are not subject to tax while
other items are subject to two levels of tax. For example, the cost of employer-provided health
care is not includible in the income of an employee but is deductible by the employer. Con-
versely, in the case of a publicly-held corporation. no deduction is allowed for that portion of
annual employee remuneration in excess of $1,000,000 with respect to_certain. of its executives,
even thoug % the executives are required to include the full amount of the remuneration in gross
income.

35For a more detailed discussion of the issues presented by financial mstltutlons under a con-
sumption tax, see Part IV.E.3. of this pamphlet.
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Accounting methods.—The present-law Federal income tax al-
lows, requires, or denies the use of a number of different account-
ing methods, including the cash receipts and disbursements meth-
od, accrual methods, the installment method, long-term contract
methods, mark-to-market methods, original issue discount accruals,
and hybrid methods. Allowable methods for tax accounting often
conform to methods that the taxpayer may use for nontax purposes
(e.g., for purposes of financial statement reporting or for regulatory
purposes). It is unclear to what extent the bills require taxpayers
. to use explicit accounting methods. In some instances, the hills
seem to require the use of the cash receipts and disbursements
method in certain instances by allowing deductions for “the amount
paid” for business inputs and the “actual cost of travel and enter-
tainment.” In other instances, the bills are silent as to permissible
accounting methods. To the extent a taxpayer is required to use an
explicit accounting method under the new tax system, consider-
ation should be given to the recordkeeping burdens that the use of
the method would entail. For example, it may be inappropriate to
require a taxpayer to use the cash receipts and disbursements
method for tax purposes if it uses an accrual method for financial
accounting purposes.

In addition, if the intent of the bills is to exclude interest from
gross income and deny the deduction for interest expense, special
accounting rules may be required to reflect accurately the time
value elements of prepayments and deferred payments, as well as
rules that distinguish leasing transactions from financing trans-
actions. ' :

C. “USA Tax Act of 1995” (S. 722) {(Sens. Nunn and Dorhenici)

1. In general

On April 25, 1995, Senators Sam Nunn and Pete Domenici intro-
diced S. 722, {the “ USA Tax Act of 1995”). S. 722 would replace
the current individual income tax with a “savings-exempt income
tax”—a broader-based individual income tax with an unlimited de-
duction for net new saving. The tax would be imposed using a
three-tier graduated rate schedule.

In addition, S. 722 would replace the current corporate income
tax with a subtraction-method VAT imposed on all businesses.
Thus, in general, businesses would pay tax on the amount by
which their gross receipts from the sale of goods and services ex-
ceed their business purchases of goods and services. The business
tax would be imposeg at a single rate of 11 percent.

The bill does not amend the present employment tax system.
However, it generally provides individuals with a refundable credit
against the individual tax for employee payroll taxes paid by them
and businesses with a credit against the business tax for employer
payroll taxes paid by them.

2. Individual “savings exempt income tax” .

The individual tax, or “savings exempt income tax,” would be a
broad-based income tax with an unlimited deduction for new sav-
ings. In other words, it is a modified version of a personal con-
sumption tax with one principal distinction. As discussed in more

[t
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detail below, borrowing would not be included in income, but rather
would only reduce (but not below zero) the net saving deduction.
Thus, unlike a personal consumption tax, a net borrower would not
pay tax on an amount greater than his income in a given year,
even though the net borrowing reflects additional consumption.
Thus, the additional consumption generally would be taxed as the
loan is repaid.

The individual tax would have a three-tier graduated tax rate
structure As under present law, separate rate schedules would
apply based on an individual’s filing status. The rate structure
would change for the first four years from 1996 to 1999. After 1999,

. the individual income tax rate schedules are as follows

Table 4.——Ind1v1dual Income Tax Rates Under S 221

I taxable income is; . Then i mcqme tax equals:

o . .. Single individuals
$0—$3,200 .oooeevinen. .8 percent of taxable income.

$3,200-$14,400 ....... .. $320 plus 19% of the amount over $3,200.
Over $14,400 ............. $2$560 plus 40% of the amount over
14,400.
Heads of households
$0-$4,750 ..veveeneenne 8 percent of taxable income.
$4,750-$21,100 ......... $380, plus 19% of the amount over $4,750.
Over $21,100 ............. $3,486.50, plus 40% of the amount over
$21,100. |
Married individuals filing joint returns

$0-$5,400 .................. 8 percent of taxable income.
$5,400-$24,000 ...... ... $432, plus 19% of the amount over $5,400.
Over $24,000 ............. $3,966, plus 40% of the amount over

o $24,000.

Married individuals filing separate returns
$2,700 .o 8 percent of taxable income.
$2,700-$12,000 ......... $216, plus 19% of the amount over $2,700
Over $12,000 ............. $1$983 o glus 40% of the amount over
12,0

1The rate schedules are expressed in 1996 dollars and will be indexed for infla-
tion beginning in 1997. ]

Gross income

Gross income would be deﬁned broadly to include salanes and
wages, pensions, most fringe benefits, annuities, life insurance pro-
ceeds, alimony and child support payments, dmdends distribu-
tions from partnerships and proprietorships, rents, royalties, inter-
est (other than tax-exempt interest), includible social security bene-
fits, and proceeds from the sale of assets. Exclusions from gross in-
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come would be limited to tax-exempt bond interest,56 gifts and be-
quests, certain government transfer and similar payments, certain
healthcare payments and reimbursements, certain military pay and

veteran’s benefits, and a portion of social security payments (gen-

erally as under present law),

Net saving deduction

A taxpayer would be allowed a deduction for any increase in his’
or her “net savings” during the year. “Net savings” would be the
taxpayer’s additions to qualified savings assets during the year
over taxable withdrawals from qualified savings assets during the
year. An annual decrease in net savings would constitute taxable
income. Borrowing would not be treated as 2 withdrawal from sav-
ing, but generally would reduce (but not below zero) the amount of
“net savings” that could be deducted in a taxable year.57

Qualified savings assets would include stocks, bonds, securities,
certificates of deposits, interests in proprietorships and partner-
ships, mutual fund shares, life insurance policies, annuities, retire-
ment accounts, and bank, money market, brokerage and other simi-
lar money accounts. Qualified savings assets would not include in-
vestments in land, collectibles, or cash on hand.

Standard deductions

Under the bill, in addition to certain itemized deducations (dis-
cussed below) each taxpayer would be entitled to two types of
standard deductions: (1) a family living allowance, and (2) a per-
sonal and dependency deduction. Like the standard deduction
under present law, the amount of the family living allowance would
be determined based on the individual’s filing status as provided in
the table below.

Table 5.—Comparison of “Family Living Allo_wa.ﬁce” Under
8.722 to Present Law Standard Deduction

- . 799 famil Present-law
Filing status! livsing aliowmf ce Smnd?il;& geduc-
Joint return ..., $7,400 $6,550
Surviving Spouse .......c...... : 7,400 6,550
Head of household .............. 5,400 5,750
Married filing separately ... 3,700 3,275
Single ..oiveererens e 4,400 3,900

1 The determination of an individual's filing status under the bill is the same as
under present law.

2The amounts in Table 5 provided above for present-law standard deductions
apply for calendar year 1995. These amounts are indexed annually for inflation.

In addition, individuals that are blind or age 65 or older may increase their
standard deductions under present law. These additional deduction amounts are
not provided under the bill.

56 This exemption may be worth less than relative to present law, because the tax on taxable
interest may be deferred under the savings deduction.

5% Certain types of debt would not reduce deductible “net savings” in a taxable year, including
mortgage debt on a principal residence, debt 1of $25.000 or less) to purchase consumer durables,
credit card and similar debts, and $10,000 of other debts. -

¥
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Under the bill, a taxpayer also would be allowed a personal and
dependency deduction of $2,550 for the taxpayer, his or her spouse,
and each dependent. (This is comparable to the $2,500 exemption
amount allowed for calendar year 1995 for the taxpayer, his or her
spouse, and each dependent of the taxpayer under present law.)

As under present law, the amounts of these standard-type deduc-
tions would be indexed annually for inflation.

Itemized deductions

The bill would continue to allow deductions for qualified home
mortgage interest,® and charitable contributions. In contrast to
current law, these itemized deductions would be allowed in addi-
tion to the standard deduction, rather than in lieu of the stdndard
deduction. In addition, taxpayers could continue to deduct alimony.
Other deductions allowable under present law generally would be
eliminated, such as itemized deductions for state and local taxes
and medical expenses. The bill would allow a new deduction for
certain qualified educational expenses. This deduction generally
would be limited to $2,000 per eligible student per year, and to
$8,000 in total per year, ST N :

Credits R
The bill would allow certain credits against the amount of tax
due. First, a foreign tax credit would be allowed in a manner simi-
lar to present law. Second, a credit generally would be allowed for
the employee share of payroll taxes paid by the taxpayer. Third, for
low-income individuals, an earned income credit similar to present
law would be allowed. Finally, a credit would be allowed for esti-

mated and withholding taxes paid. All other existing credits would
be disallowed.

Transition o _
The bill provides certain transition rules (e.g., pre-transition re-

covery of basis) for purposes of the individual tax. These rules are
beyond the scope of this pamphlet. ' B :

3. Business tax

In general

The bill imposes a subtraction-method VAT on any business that
sells or leases property or sells services in the United States. The
tax equals 11 percent of the “gross profits” of the business for the
taxable year. “Gross profits” generally is' the amount by which the
taxpayer’s taxable receipts exceed the taxpayer’s business pur-
chases for the taxable year. If the taxpayer’s business purchases
exceed its taxable receipts for the taxable year, the taxpayer gen-
erally would be entitled to a loss carryover to future taxable years.
Employer payroll taxes paid by the business may be credited

against the business tax. o

#The home mortgage deduction generally would be the same as under present’ law, except
that ne deduction would be allowed for “home equity indebtedness” . Cf. Sec."163(hx3),
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Taxable receipts

“Taxable receipts” generally means all receipts from the sale or
lease of property, and the performance of services in the United
States. The amount treated as taxable receipts from the exchange
of property or services is the fair market value of the property or
services received, plus any cash received. Taxable receipts does not
inelude: (1) any excise tax, sales tax, customs duty, or other sepa-
rately stated levy imposed by the Federal, a State, or a local gov-
ernment on property or services, or (2) financial receipts, such as
interest, dividends, proceeds from the sale of stock or other owner-
ship interests.

Business purchases

“Business purchases” generally mean any amount paid or in-
curred to purchase property, the use of property or services for use
in a business activity in the United States other than: (1) com-
pensation paid to employees; (2) payments for use of money or cap-
ital, such as dividends or interest, (3) life insurance premiums; (4)
amounts paid for the acquisition of savings assets or financial in-
struments; and (5) amounts paid for property purchased or services
performed outside the United States (unless treated as an import).
The cost of a business purchase does not include any taxes other
than any excise tax, saYes tax, customs duty, or other separately
stated levy imposed by the Federal, a State, or a local government
with respect to the property or services purchased for use in a busi-
ness activity. The amount treated as paid or incurred for business
purchases in connection with the exchange of property or services
is the fair market value of the property or services received, plus
any cash received.

Business activity

“Business activity” means the sale of property or services, the
leasing of property, and the development of property or services for
subsequent sale or use in producing property or services for subse-
quent sale. A business activity would not include casual or occa-
sional sales of property. Also, the following activities are not treat-
ed as “business activities™ (1) services by an employee for an em-

loyer engaged in a business activity, and (2) regular domestic
ousehold services.

Treatment of imported and exported goods and services

The business tax generally is based on the destination prin-
ciple—goods and services are subject to tax in the country in which
they are used rather than in their country of origin. Under the des-
tination principle, imported goods and services are subject to tax
while exported goods and services are not.

Imported goods and services

Under the bill, an import tax of 11 percent is imposed on the cus-
toms value of any property imported into the United States for use,
consumption, or warehousing within the United States, and the
cost of services imported into the United States. The liability for
the tax generally is borne by the person who imports the property
or service. No credits are allowed against the import tax.

w
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Businesses that import property or services into the United
States for use in a business activity would be allowed to deduct, as
a business purchase, the taxable amount (i.e., the customs value)
with respect to the imported property or services, provided the im-
port tax was paid in connection with the import of such property
or service. However, the business would not be allowed to deduct
the amount of the import tax payable with respect to the import
of the property or services.

Exported goods and services

Under the bill, the gross receipts of a taxpayer would not include
amounts recewed by the taxpayer for property or services exported
from the United States for use or consumption outside the United
States. Thus, taxpayers that engage in the export of goods or serv-
ices often would have loss carryovers because such taxpayers would
not have taxable gross receipts but would have deductible business
purchases with respect to the export activity. . '

Treatment of international transportation services

“Taxable receipts” would not include receipts from the transpor-
tation of property exported from the United States and would only
include receipts from the transportation of property imported into
the United States only if such costs are not taken into account in
determining the import tax. “Taxable receipts” would include re-
ceipts from the transportation of passengers from the United States
to a destination outside the United States, but would not include
receipts from the transportation of passengers outside the United
States to a destination in the United States.

“Business purchases” would not include amounts paid or in-
curred for the transportation of property exported from the United
States. “Business purchases” also would not include amounts paid
or incurred for the transportation of property imported to the Unit-
ed States except to the extent such receipts are taken into account
in computing the “customs value” for the purposes of the import
tax.

“Business purchases” would include amounts paid or incurred in
a business activity for the transportation of passengers from the
United States to a destination outside the United States, but would
not include amounts paid or incurred in a business activity for the
transportation of passengers from outside the United States to a
destination in the United States.

Accountmg methods

In computmg its gross profits, a taxpayer generally would be re-
quired to use an accrual method of accounting. For this purpose,
an amount would not be treated as incurred any earlier than when
“economic performance” with respect to the item has occurred. See
Code section 461(h). Businesses presently using the cash receipts
and disbursements method, however, generally could continue to
use that method. The Secretary also could allow certain néew busi-
nesses to use the cash method. The taxpayer’s method of account-
ing could be changed only with the permission of the Secretary.
Special accounting rules would apply with respect to property pro—
duced pursuant to long-term contracts. ;
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Under the business tax, business purchases would be deducted
when incurred (if the business uses the acerual method) or when
paid (if the business uses the cash receipts and disbursements
method), even if the purchase relates to inventory, has a useful iife
of over a year, or will be used to produce other property. This is
a principal distinction between the business tax and tﬁe present in-
come tax. Under the income tax, the cost of such property generally
must be capitalized; under the bill, such costs would be “expensed”.

Treatment of financial services

In general

The bill would impose the business tax on the provision of finan-
cial intermediation services. Special rules would apply to determine
the taxable amount derived from financial intermediation services.
In addition, the bill would permit the business user of financial
intermediation services to deduct as business purchases any stated
fees for such services and any implicit fees allocated and reported
to it by the financial intermediary. The bill would provide a method
(and reporting mechanism) for allocating the value of financial
intermediation services among users of the services.

Definition of financicl intermediation services

To ensure that financial intermediation services are subject to
the business tax, the bill specifically would treat the provision of
financial intermediation services as a business activity. For this
purpose, financial intermediation services would be defined to in-
clude lending services, insurance services, market-making and
dealer services, and certain other services.

Determination of taxable amount

The bill would apply special rules to determine the taxable
amount for financial intermediaries. The bill provides that “finan-
cial receipts” would replace “gross receipts” in the calculation of the
taxable amount for providers of financial intermediation services,
Under the bill, “financial receipts” generally would be defined as all
receipts properly allocable to the financial 584 intermediation serv-
ices activity, other than coentributions of capital. Special rules are
provided for determining the “financial receipts” and “business pur-
chases” of banks, insurance companies, and certain financial pass-
thru entities. Thus, “financial receipts” would include all amounts
that qualify as gross receipts under the general provisions of the
bill, such as stated fees and proceeds from the sale of property used
in the business. Moreover, financial receipts would include vir-
tually all other inflows of value that would not be treated as gross
receipts by other types of businesses. For ezample, a financial
intermediary would treat the receipt of proceeds from borrowings
made in connection with its business as a financial receipt.

Similarly, for purposes of the business tax, the bill provides that
“financial expenses” would replace “business purchases” with re-
spect to the providers of financial intermediation services. Under
the bill, “financial expenses” would include all expenditures that

84 Snacial rules are ﬁmvided for determining the “financial receipts” and “business pur-
chases” of banks, insurance companies, and certain financial pass-thru entities.
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qualify as business purchases under the general rules, such as the
cost of office supplies, equipment and machinery, travel expenses,
and the cost of real property used in the business. In addition, cer-

tain financial outflows that are not deductible by other businesses

would be “financial expenses.” Generally these would include: (1)

payments of principal and interest on borrowings associated with

the financial intermediation services business; (2) the cost of finan-
cial instruments, and any payments made under financial instru-

ments, other than the cost of, or payments made under, instru-

ments that represent equity interests in the person engaged in the

financial intermediation services busmess, (8) claims and cash sur-

render values paid in connection with insurance or re1nsurance

services; and (4) payments for reinsurance.

Business purchases of financial intermediation services

To avoid cascading of the tax, the bill would permit business
users of financial intermediation services to claim appropriate busi--
ness purchase deductions for the cost of such services. Stated fees
charged by financial intermediaries would be deductible under the
general business tax rules. Where the cost of the service is not stat-
ed (and therefore typically cannot be determined by the customer),
the bill generally would require financial intermediaries to deter-
mine the implicit fee for the service and to allocate and report the
implicit fee to the users of the services. A business purchase deduc-
tion generally would be allowed for any implicit fees allocated and
reported to a ,person by a financial intermediary that are related
to the person’s business use of such services. No deduction would
be permitted with respect to implicit fees that are not reported.

Allocation and reporting of implicit fees

The bill would require each financial intermediary to allocate, for
each taxable year, the amount of the implicit fees it derives from
financial intermediation services among the recipients of the serv-
ices. The allocable implicit fees of a financial intermediation serv-
ices business should equal the aggregate amount charged by the
intermediary for financial intermediation services, other than the
services provided for a stated fee and business loss insurance serv-
ices. The allocation would have to be made on a reasonable and
consistent basis 588

- The bill requires financial intermediaries to report to each recipi-
ent of services the amount of the implicit fees allocated to the re-
cipient for the taxable year. The report must be provided within 45
days after the close of the taxable year to which the report relates.

Governments

Government entities would not be subject’ to the busmess tax
with respect to the following activities: (1) public utility services; -
(2) mass transit services; and (3) any other activity 1nvolv1ng an,
“essential governmental function” Any other govemment activity of
a type “frequently provided by business entities” would be subject

588 The bill provides a percentage method for allocating implicit fees attributable to borrowmg
from banks.
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to tax. The governments of poséessions of the United States are not
subject to the business tax.

Tax-exempt organizations

The bill generally would exempt the following types of entities
from the business tax: (1) instrumentalities of the United States,
(2) organizations described in present-law section 501(c)3)5? , (3)
certain qualified benefit plans and trusts, (4) religious and apos-
tolic organizations, (5) cemetery companies, (6) certain title and
real property holding companies, (7) cooperative hospital service or-
ganizations, and (8) cooperative educational service organizations.
These entities would be subject to the business tax only with re-
spect to their business activities that would be subject to the unre-
lated business income tax (“UBIT”) under present law. The taxable
amount for a “UBIT activity” would be determined in the same
manner as the taxable amount for any other business activity sub-
Ject to the business tax.

Entities (other than those listed above) that are tax-exempt
under present law would be fully subject to the business tax on
their transfers of property or furnishing of services, even if such ac-
tivities are substantially related to what historically has been con-
sidered to be the exempt purposes of these organizations.

Administration; Consolidated returns

The bill provides that subtitle F of the Code relating to procedure
and administration would remain applicable for purposes of the
business tax. More explicit rules would be developed at a later date
to reflect adoption of the business tax.

Members of an affiliated group would be allowed to file a consoli-
dated return if they are permitted to file a consolidated return
under present law.

Transition

The bill provides certain transition rules (e.g., recovery of pre-
transition basis) for purposes of the business tax. These rules are
beyond the scope of this pamphlet. .

D. National Retail Sales Tax

1. Description of retail sales taxes and background

As the name implies, a retail sales tax is a tax imposed on the
retail sales price (i.e., sales to consumers) of taxable goods or serv-
ices.

As described in Part I1.D., above, the Federal Government cur-
rently imposes excise taxes on various products or services.6° How-
ever, these taxes generally apply to a narrowly defined class of
goods and services, and generally are not imposed at the retail
level. Rather, the present-law Federal excise taxes generally are
imposed upon manufacturers (as in the case of the alcohol and to-
bacco excise taxes) or some other intermediate (pre-retail) stage of

*#The bill, however, would not exempt organizations that test for public safety or foster test
for public safety or amateur sports competition,

% See, Joint Committee on Taxation, Schedule of Present Federal Excise Taxes (As of Jannary
1, 1994), (JC8-5-94), June 28, 1994, for a description the various Federal excise taxes.

i
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the distribution of a product (as in the case of the highway motor
fuels tax), or are imposed upon both the consumers and business
users of a good or service (as in the case of the communications
services tax (“telephone tax”) or the air passenger ticket tax).

Most States and many local governments impose general sales
taxes within their jurisdictions,5! and all States impose some form
of excise-type tax on specified goods or services. Although the typi-
cal State sales tax is familiar to most consumers and appear simple
on its face, several issues may arise in the application of such a
tax. Firsi, State sales taxes are generally designed to apply to most
tangible personal property and selected services purchased by con-
sumers.52 Persons other than consumers (i.e., businesses) may be
exempted from the tax in a variety of ways. Exemptions may be
provided goods acquired as “sales for resale”, or for articles for use
in manufacture, fabrication, or the processmg of personal property
for resale, if the article become incorporated in such property.
Thus, persons who are not consumers may be subject to the sales
tax in certain instances. For example, a furniture maker may be
exempt from tax on lumbér acquired to manufacture chairs, but
would not be exempt from tax on a truck purchased to deliver the
chairs to customers. Controversies often arise as to whether an ar-
ticle or a service (such as packaging or utility services) are incor-
porated into a good or not.53 Most States also provide exemptions
for acquisitions by the State and its political subdivisions, and
charitable, religious, and educational organizations.®4 In order___to
address the regressivity of sales taxes, most States exempt food,
but do tax candy, soda and prepared mea.ls, thus requiring distine-
tions between taxable and tax-exempt items. Slmilarly, most States
do not tax sales of intangible property, raising issues as to whether
a particular item represents taxable tangible or tax-exempt intan-
gible property.5® Moreover, most States provide broad taxation of

‘personal property, but only limited taxation of services, raising is-

sues whenever a business provides both taxable goods and exempt
services to a customer. For example, an automotive repair shop
typically provides both goods (replacement parts) and services
(labor on installation of the parts) when it repairs an automobile.
Finally, a State’s sales tax generally do not apply to goods shipped
to out-of-State customers. In such cases, the customer likely is sub-
ject to a complementary “use” tax in his or her State of residence.
However, there are significant compliance problems with State use

L]t ig reported ‘that there are approximately 50,000 séparate sales tax jurisdictions in the
United States. Wall Street Journal, April 18, 1990, p Al. The States of Alaska, Delaware, Mon-
tana, New Hampshire, and Oregon preeently do not have broad-based sales taxes. ‘The District
of Columbia has a sales tax.

82For a detailed discussion of State and local sales taxes, see, Jerome R. Hellerstein and Wal-
ter Hellerstein, State Taxation (Vol. ITI: Sales and Use, Personal Income, and Death and Gift
Taxes) (Warren, Gorham, Lamont: Boston, MA) 1952,

83 See, for example, Sta-Ru v. Mahin, 64 111, 2d 330 (1976) and Burger King v. State Tax Com-
mission, 51 NY 614 (1980) (whether paper and plastic cups and similar items purchased by a
fast-food restaurant were subject to State sales taxes.)

8¢See, John Due and J.Mikesell, Seles Texation: State and Local Structure andAdmm:stm
tion (1983) p.78-80.

853ee, for example, Robert W. McGee, Software Taxation, National Association of Account.
ants, 1984 chapters 1 and 3, for a discussion of the issues mvolved in the application of State
sales taxes to transfers of computer software. )
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taxes.®6 Several States mail use tax forms to all State income tax-
payers and rely upon voluntary reporting of taxable out-of-State
purchases.

2. Considerations for a Federal retail sales tax

Recently, there has been interest in replacing the U.S. income
tax system with a Federal retail sales tax.67 Following is a discus-
sion of some factors that should be considered with respect to the
implementation of a Federal sales tax.

In general, the burden of a consumption tax is thought of as
being borne by the ultimate consumer of the taxed goods, regard-
less of where in the production and distribution chain the tax is
levied. Accordingly, a retail sales tax will have approximately the
same economic burden as a VAT.%® Moreover, the tax base on
which a retail sales tax is assessed can be chosen to be identical
to that used for any VAT. This being the case, it is instructive to
examine how a retail sales tax compares to a VAT in terms of ad-
ministrability, compliance burden, and ease of implementation.

The choice of a retail sales tax to implement a consumption tax
may be attractive because the start-up and overall compliance costs
of the tax could be small compared to those for a VAT. Part of the
reascn for these relatively low costs is that a retail sales tax in-
volves only entities that sell directly to end users of the taxed
goods or services. This means that the number of taxpayers in-
volved in a retail sales tax is small compared to the number of tax-
payers involved in a VAT, which would make taxpayers of all par-
ties involved in the entire production and distribution process. Lim-
iting the number of taxpayers limits the aggregate amount of rec-
ordkeeping needed to implement a retail sales tax. In turn, this
limits the total cost of the tax system to both the Government and
taxpayers. _

A retail sales tax can be implemented relatively quickly by hav-
ing the Federal Government piggy-back on the tax experience of
State and local governments.$® This experience should indicate who
the taxpayers would be under a Federal retail sales tax and per-
haps also provide a source of trained tax administrators for the
Federal government. A Federal retail sales tax need not utilize the
same tax base as that used by any State or local government, and,
in fact, a Federal tax might well utilize a base broader than used
by any State or local tax. The implementation might be slowed if

8 The ability for one State to require an out-of-State retailer to collect that State's sales or
use tax on sales into the State (generally through a mail-order catalog sales) is barred by the
Commerce Clause of the U.S, Constitution where the retailer has no Uphysical presence in the
State. See, National Bellas Hess, Inc. v. Department of Revenue, 386 U.S. 753 (1976) and Quill
Cor;:z. v. North Dakota, 504 United States 298 (1992).

%7 8enator Richard Lugar has proposed that the current Federal taxes be repealed and re-
placed with a retail sales tax that would be collected by the States on behalf of the Federal
Government. [Washington Post, April 20, 1995.] To date, no such legislation has been intro-
duced. For a discussion of similar proposals, see, a paper of Laurence J. Kotlikoff, “Economic
Impact of Replacing Federal Income Taxes with a Sales Tax,” published by the Cato Institute
in December 1992, and a sE:!Of Steghen Moore, “The Economic and Civil Liberties Case for
a National Sales Tax,” publi for a Hoover Institution conference on May 11, 1995.

82 For a discussion of the incidence of, and equivalence among, consumption taxes, see Part .

IV.A, of this pamphlet.

% For a discussion of Federal and State intergovernmental issues with respect to a consump-
tion tax, see Charles E. McLure, Jr,, “State and Local Implications of a Federal Value-Added
Tax,* Tax Notes, 1517, March 28, 1988,

¥
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the tax base for a Federal retail sales tax is substantially different
from that used by any State or local government. ‘ ’

Although tax collection and administration synergies may de-
velop if both the States and the Federal Government have retail
sales taxes, this does net mean that one government could or
should be the tax collector for the other. First, it is likely that the
bases of the tax would be different. Indeed, five States have no gen-
eral sales taxes at all. Second, if the States were to collect the Fed-
eral tax, similarly-situated taxpayers may be treated differently to
the extent that one State’s collection efforts or interpretation of the
Federal law is different than that of another State. If the Federal
Government were to collect the States’ taxes, the Federal Govern-
ment would become involved in disputes as to the proper allocation
of the tax with respect to interstate transactions. Further, there
are no indications that demonstrate that integrated collection
would be successful. Many States impose income taxes that are
based on Federal income tax law or concepts. Yet, the collection
and enforcement of Federal income taxes are separate from that of
State income taxes. Similarly, Canada imposes a federal credit-in-
voice VAT and the various provinces impose consumption taxes.
Canadian law explicitly allows the federal government to collect
the provincial taxes on behalf of the provinces, but only one prov-
ince has elected this option.

There are some potentially negative aspects of a retail sales tax
that should be examined. For instance, the retail sales tax imposes
tax only at a single stage in the production and distribution chain.
This increases the opportunity for the evasion of the entire tax
when just one party (the retailer) fails to meet their taxpaying
duty. As described in Part ITLA. above, a VAT (particularly a cred-
it-invoice VAT) is, in some sense, self-enforcing. The complete
amount of tax is evaded only when there is some ccordination be-
tween parties at difference stages of the production and distribu-
tion chain.?® Another difficulty encountered when considering a re-
tail sales tax is that the retail stage must be defined. In particular,
a retail sales tax seeks to include in the tax base only those sales
which take place at the last stage of the production and distribu-
tien chain (e.g., sales of good and services that are not used as a
further part of the production process).

A potential source of controversy might be the designation of per-
sons that would be able to make purchases on a tax-exempt basis
from retail outlets. For example, a retail sales tax should exempt
purchases by other businesses. This could be accomplished in a
number of ways. For sales tax pu;})oses, many States issue identi-
fication numbers to businesses to allow them to be exempt from tax
on their purchases. However, this approach invites abuse, espe-
cially in the case of self-employed individuals or closely-held busi-
nesses where the self-employed person or business owner could use
the tax exemption to acquire goods for personal use on a tax-free
basis. Alternatively, it may be appropriate to tax all sales from re-
tail outlets and establish a refund system to enable exempt pur-
chasers to claim refunds for taxes paid on purchases of goods and

70 If credits are refundable in a credit-invoice system, then it may be possible, in some in-
stances, 10 evade the complete tax through actions taken at the last stage in the production and
distributicn chain (e.g., by underreporting taxable sales).



50

services that were used as part of the production process (i.e. estab-
lish a process that resembles the mechanism of the credit-invoice
VAT described in Part IILA. of this pamphlet). Similarly, a deter-
mination would have to be made as to the tax treatment of used
property 71 and casuazl sales.

Finally, the adoption of a retail sales tax raises additional consid-
erations. First, a retail sales tax generally is a visible tax. Of
course, the Federal retail sales tax statute may mandate that re-
tailers not disclose the amount of tax on their sales invoices. In ad-
dition, there is the possibility of State and local governments may
-view a Federal retail sales tax as an imposition on their traditional
domain of consumption taxes. In any event, a determination must
be made whether the Federal retai{ sales tax bases includes the
amount of the applicable State and local taxes and vice versa.

"1See Part IV.E.L. for a discussion of the treatment of durable and used goods.

o
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IV. ANALYSIS OF ISSUES _

A. Equivalence of Different Types of Consumption Taxes

To understand the economic effects of a tax, one should first lock
at the base of the tax, that is, what goods, services, or activities
are subject t6 the tax. Looking at the proposed replacements for the
current income tax that were discussed in Part III, one sees that
their tax bases are consumption, rather than income. The similar-
ity of the tax base of the proposals may not be apparent at first
glance, since they take different routes to tax that base. This sec-
tion discusses how outwardly different forms of taxation such as
credit-invoice VATS, retail sales taxes, the flat tax of Hall and
Rabushka, and consumed income taxes can all be seen as variants
of a tax on consumption. This assertion does not deny that particu-
lar proposals in Part III may grant certain exemptions from the tax
base or may have special provisions that make them slightly dif-
ferent from competing proposals. Rather, it stresses that it is in the
details that any differences lie; all the proposals fundamentally aim
at taxing the same base. '

Relationship between income and consumption bases

While the term “income” may suggest funds coming in to an indi-
vidual (the “factor payments” view of income 72), the theoretical un-
derpinning for the income tax relies on a “uses” definition of in-
come. The Haig-Simons definition of income,”® commonly used by
economists, defines income for a period as the “total value of rights
exercised in the market, together with the accumulation of wealth
in that period,” that is, the value of consumption plus the change
in net wealth for the period. Since the change in net wealth for an
individual is the amount of saving (or dissaving, if net wealth de-
creases) for the period, an equivalent way to restate an income
base is that it is consumption plus net saving. The difference be-
tween income and consumption as the base of a tax is that a con-
sumption base does not include changes in wealth (savings).

Point-of-sale consumption taxes

The retail sales tax is perhaps the easiest to see as a tax on a
consumption base. If all final consumption (goods and services pur-
chased for final use by households) is subject to the tax and no in-
termediate goods and services (those purchased by businesses and
used to produce other goods and services) are subject to the tax,
then a retail sales tax is tautologically a consumption tax. In prac-

-tice, existing State sales taxes stray from this comprehensive con-

sumption base by exempting certain goods and failing to tax many
services provided to households, 7 . :

721)}avid F. Bradford, Untangling the Income Tax, {Cambridge, Mass.: Harvard ﬂniéé!‘sity
Press}, p. 165. . . - S
73 Robert M. Haig, “The Concept of Income: Economic and Legal Aspects” in Robert M. Haig,

. (ed.), The Federal Income Tax, (New York: Columbia University Press), 1921, and Simons, Per-

sonal Income Taxation, (Chicago: University of Chicago Press), 1938.

74 A more subtle divergence is that business purchases of intermediate goods, especially b,
small businesses, may be subjected to the retail sales tax. This point is noted in Charles Ey
McLure, Jr., “Economic, Administrative, and Political Factors in Choosing a General Consump-
tion Tax,” National Tax Journal, 46(3), September 1993, pp. 345-58.
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A broad-based, credit-invoice VAT achieves the same end as a re-
tail sales tax even though it appears to be collecting tax at many
stages of production rather than only at the time of final sale to
a household.’> From a prospective of the tax system as a whole,
any time a sale is made from one business to another, the inclusion
of the sale proceeds into the seller’s tax base is offset by a dedue-
tion from the purchaser’s base for the cost of the input. For a busi-
ness-to-business sale, there is no net tax collected (although there
may be payments going between businesses and the government).
It is only at the time a sale is made to a non-business purchaser
(i.e., a household) that a net tax is collected, because the inclusion
of the sale proceeds is not offset by another business’s deduction.
But that result is identical to the retail sales tax: tax is collected
only at the time of a final sale to a household. The same argument
applies to a broad-based, subtraction-method VAT: net tax is col-
lected only at the time of a final sale to a household.?6 '

Individual consumption taxes

Instead of measuring consumption by households at the point of
sale, one could impose a consumption yﬁx-thmugh annual returns
of individuals’ finances. This individualized approach may be useful
if one were attempting to increase the progressivity of the con-
sumption tax through the provision of standard deductions and
personal exemptions,??

Cash-flow approach

A way to measure consumption that would operate on annual re-
turns would calculate a cash-flow base based on the fact that con-
sumption equals income minus saving. A cash-flow base includes
income from all sources and allows deductions for saving, resulting
in only consumption being subject to tax. This cash-flow treatment
is used in the individual portion of the Nunn-Domenici proposal.
Such an approach is similar to the treatment of deductible IRAs
under present law. Taxpayers deduct contributions to qualified ac-
counts in the year they make contributions, but upon withdrawal
they include in income the entire amount withdrawn. A cash-flow
consumption tax treats all saving as if it were done in a qualified
account. Loan proceeds are included in the tax base and a deduc-
tion is allowed for payments of both interest and loan principal.

The effect of cash-flow treatment is that the taxpayer receives a
tax-free return on his savings assuming the tax rate is the same
at the time of deduction and withdrawal. The following example il-
lustrates how the cash-flow approach (initial deduction plus inclu-
sion of all proceeds) results in the exemption from tax of the return
to saving. Assume that the marginal tax rate is 20 percent and the
taxpayer saves $1,000 of his $25,000 income in a savings account.
The $1,000 of savings gives the taxpayer a $1,000 deduction and
thereby reduces the taxpayer’s tax liability by $200 (20 percent of
$1,000). Assume that the taxpayer withdraws the savings (plus in-

75See Part IILA.2. for a more detailed discussion of the operation of a credit-invoice method
VAT

T See Part IIILA.2. for a more detailed discussion of the operation of a subtraction-method
VAT, _
778ee Part IV.E.4. for a discussion of some of these issues.
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terest) one year later. If the account yielded a five percent rate of
return, the taxpayer withdraws $1,050. The withdrawal is included
in the tax base and is taxed at the 20-percent rate, for an extra.
tax liability of $210, leaving the taxpayer with net proceeds of
$840. Notice that if the taxpayer had initially paid the tax of $200
(tax on the $1,000 deposited in the savings account if saving were
not deductible) and invested the remaining $800 at five percent, he

also would have had net proceeds of $840 if interest income were

not subject to tax. The combination of a deduction for saving and
inclusion of all proceeds in the base upon withdrawal from the
qualified savings account has the same result as exempting from
tax the return on saving.”® ' »
Tax prepayment approach

Another way to implement a consumption tax is to include in the
base only earned income. This “tax prepayment” approach 79 treats
all savings as coming from after-tax dollars. Taxpayers claim no de-
duction for savings, but their returns to saving, whether in the
form of interest, dividends, rents, royalties, or capital gains, are ex-
cluded from the base of the tax and thus are received tax-free. In
terms of the previous examdple, a taxpayer initially pays tax of $200
on the $1,000 he sets aside from current consumption. When he
withdraws the $840 in the following year (the $800 he was able to
put in the account plus a five-percent return), none of that is in-
cluded in the tax base. This tax prepayment approach is generally
used in the individual portion of the flat tax proposals of Hall and
Rabushka, H.R. 4585, and S. 488, in which the individual portion
of the tax includes only wage and salary income plus pensions®0
in the tax base.

Lifetime correspondence of consumption taxes and wage
taxes :

The equivalence of the cash-flow and prepayment approaches
suggests a more general relationship between consumption taxes
and taxes on labor income (“wage taxes”). Although wage taxes are
not consumption taxes per se, they are often discussed in the con-
text of consumption taxes because under certain conditions the two
taxes are economicdlly equivalent. Because economists stress the
equivalence of these two taxes, it is important to understand the
conditions under which equivalence holds. '

Under a consumption tax (of either the point-of-sale type or the
cash-flow individual type), all income is subject to tax except
amounts equal to increases in net wealth (i.e., saving). Under a
wage tax (which is similar to the tax prepayment approach to a
consumption tax), labor income (but not capital income) is subject

78 From the government’s point of view, the cash-flow approach makes it a partner in any sav-
ing done by the individual. The government forgoes the $200 of tax at the time the saving is
done and coflects a tax of $210 (equal to $200 plus five-percent interest) at the time the proceeds
of saving are withdrawn. The $200 deduction for saving could be viewed as the government
making a contribution to the purchase of the asset that is the vehicle for the individual's saving.
The size of the government share is ecﬁu'al to the marginal tax rate, in this example, 20 percent.

79[t is sometimes described as a “yield exemption™ approach. L

50The treatment of pensions in these proposals differs from the tax prepayment approach.
Pensions follow the principles of the cash-flow approach to a consumption ?Jase: the contribu-
tions to the pension during the individual’s working years are excluded from the tax base and
the pension payouts are included in the base when received.
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to tax. It is also true that under a wage tax increases in net saving
are exempt from tax. The key to the equivalence of the two taxes
is the equivalent treatment of increases in net wealth.

Increases in net wealth (except for gifts and inheritances) can
arise only from either of two sources: savings out of capital income
(sometimes known as “inside build-up”) or savings out of labor in-
come. The first type of increase in net wealth is exempt both under
a consumption tax, because it is not consumed, and under a wage
tax, because it is not earned by the performance of labor services,
The second type of increase in net wealth, savings from wages, is
taxed under a wage tax at the time of the act of saving (because
the savings are made from after-tax wages), but it is exempt from
tax when it is withdrawn to pay for consumption. Under a con-
sumption tax, savings from wages is not taxed at the time of the
act of saving (because those amounts are not devoted to current
consumption, but te savings), but it is taxed when it is withdrawn
to pay for consumption. With a tax rate that is constant over the
individual’s lifetime, the tax treatment of saving from capital in-
come is exactly the same under consumption and wage taxation,
and the tax treatment of saving from labor income is equal in
present value under consumption and wage taxation. Therefore,
from a lifetime perspective, a young person who neither receives
nor grants bequests and who has yet to undertake any savings
would be subject to the same economic burden under either a con-
sumption or a wage tax.

For an example of this equivalence, suppose that all individuals
live for two periods, earning wages of $10,000 in the first period
and $11,000 in the second period.8l Assume that the real interest
rate is 10 percent and that the individuals may borrow or lend at
this rate. This interest rate reflects the market price of deferring
consumption from the first period to the second. That is, someone
who chooses to give up $100 worth of consumption in the first pe-
riod would be compensated by receiving $110 worth of consumption
in the second period. The present value of the lifetime resources of
an individual is $20,000. No individual can consume more than
$20,000 (in present-value terms) over the two periods. If a 20-per-
cent wage tax is levied, the individuals’ net after-tax wages fall to
$8,000 and $8,800 in the two periods, for a present value of
$16,000.82 The wage tax is equivalent to a 20-percent reduction
({(20,000—16,000)/20,000) in the lifetime resources available to the
individual.

A proportional tax on consumption at a rate of 25 percent would
be equivalent to the 20-percent wage tax.83 To understand why,
note that a 25-percent consumption tax means that for each $100
that the individual is willing to spend on consumption goods, only
$80 worth of consumption goods can be purchased. The other $20

81These amounts are expressed in real dollars (i.e., adjusted for inflation).

82The interest rate remains at 10 percent, as interest is untaxed under a wage tax.

83The distinction between these two tax rates is that the 25.percent consumption tax is stated
on a tax-exclusive basis. That is, the tax is stated as a percentage of after-tax consumption. The
rates of retail sales taxes are generally stated on a tax-exclusive basis. The 20-percent wage tax
is stated on a “tax-inclusive basis.” If the consumption tax were stated on a tax-inclusive basis,
it would also be 20 percent; that is, the tax would be 20 percent of the amount spend on con-
}s]un’}ption inelusive of the tox. The rates of credit-invoice VATSs are often stated on a tax-inclusive

asis.
" The tax-exclusive rate = (tax-inclusive rate)(1—tax-inclusive rate) for two equivalent taxes,

»
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(25 percent of $80) is needed to pay the consumptlon tax. Thus a
present value of lifetime resources equal to $20,000 will only be
able to purchase a present value of $16,000 worth of consumption
goods. But this is the same amount that could be purchased under
the 20-percent wage tax. Therefore, the wage tax and the consump-
tion tax are equivalent: they’ result in the same reduction in the
present value of resources available for consumption.

With either tax, }the price of shifting consumption between the
two pericds remains the same, so the individuals’ choices about
consumption and saving in the two periods are unchanged Under
the wage tax, if an individual saves an additional $100 in period
1, his tax l1ab111ty is unchanged, and the proceeds of his saving will
yleld $110 from which to consume in period 2. Under the consump-
tion tax, if an mdl'{ldual saves an additional $100 in period 1, his
tax hablhty in that period falls by $25 so be can invest $125, yleld—
- ing him a return of $137.50, which is just enough to purchase $1 10

of consumption and pay the tax thereon in period 2.

© It is important 1%1 the above example that the rate of the con-

sumption tax remains the same across the two periods. For exam-
ple, taxing consumiption in future years at a higher rate would re-
duce the return to savings. Taxmg future consumptlon at a lower
rate would subsidize savings.

The equivalence example given above looked at the consumptlon
tax and wage tax in a steady state, with no sources of wealth in
existence that preceded the lntroductlon of either tax. In the long
transition period to a consumption tax, however, there is a sub-
stantial difference between wage taxation and consumption tax-
ation for those with existing savings.84 Because of the eventual tax-
ation of these savings under a consumption tax as compared to
their non-taxation under a wage tax, a consumption tdx potentially
would be more progressive than a wage tax. Although consumption
taxes and wage taxes are considered to be economically equivalent
in the long run, differences in their incidence—especially their
mtergeneratmnal incidence—can - be substantial. Consumption
taxes can impose a burden on ex1stmg wealth, wh:le wage taxes do
not.

Anocther way to xpress a consumpt:on tax’s 1mp11c1t levy on ex-
isting wealth is t a broad-based consumption tax is equivalent
te a tax on wages Plus a tax on income from existing capital (but
exempting incomé | from new investment). Since, in competitive
markets, the real ‘purchasmg power of existing’ capital assets is
equal to their (expected) future stream of income, taxing the exist-
ing capital is equivalent to taxing the income generated from that
capital. This establishes the equivalence between a broad-based
consumption tax a nd a tax on wages and the income generated by
“old capital” (i.e., any capital existing at the time of the introduc-
tion of the tax). Notice that under the tax on wages and income
from existing capital, the returns to new investment are not taxed.
Similarly, by taxmg consumption at different times uniformly, a
broad-based consufnptlon tax effectlvely exempts the retums to

84 One aspect of this taxa:ton of existing savings wull be oons:dered in Part IV C 1 under tran
sition issues. . : )
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savings from the tax base. In a closed economy, savings and invest-
ment are equal, confirming the equivalence of the taxes 85

B. Inb.egrati'on of Business and Ihdividﬁﬁl Taxes

It would be possible to enact an individual consumption tax of
the cash-flow or tax ﬁrepayment type as a stand-alone tax without
making changes to the taxation of businesses.®® But many of the
consumﬁtion tax proposals described in Part III, including the Hall-
Rabushka proposal, H.R. 4585, and S. 488, do more than just
change the rates and the base of the individual income tax. These
proposals also integrate business taxation and individual taxation
through the application of a consumption tax on all businesses at
the same marginal rate as that applied to individuals.®?” Under
present law, partnerships, subchapter S corporations, and sole pro-
prietorships are already integrated into the individual income tax
because of their passthrough treatment. For businesses organized
under subchapter C, however, a separate, generally income-based,
tax ap'plies in addition to taxation at the individual level of the re-
turns irom the business.

What makes a given business tax a consumption tax is its defini-
tion of the tax base according to what economists call cash-flow ac-
counting principles. Under cash-flow accounting, businesses take
immediate deductions for all business purchases, including capital
assets and additions to inventory. By contrast, income taxes use ac-
crual accounting principles to measure the base.8® Cash-flow ac-
countinil principles treat business activity similar to the cash-flow
approach to an individual consumption-based tax: savings is de-
ducted from the base and returns to savings are included upon
withdrawal.®® In the business context, expenses in the current pe-
riod that yield revenues in future periods are savings; those future
revenues are the return to savings.

The differences between the cash-flow accounting principles and
accrual accounting principles can be seen in the treatment of in-
ventories and durable goods purchases. For example, if a pencil
manufacturer produces pencils in a particular year that it does not
sell in that year, under an income base the cost of producing the
unsold pencils is capitalized and a deduction for the capitalized cost
is not allowed until the pencils are sold. Under cash-flow account-
ing, the production costs of unsold pencils are deducted in the year

82 In an open economy, foreign holders of United States assets will be hurt by a tax on existing
caEaitaI, but not by a consumption tax that increases the general domestic price level.

Businesses would be treated as savings vehicles from the individual's standpoint. Amounts
invested in a business would be deductible under a eash-flow approach and not deductible under
a tax prepayment approach. Returns paid from the business to the individual would be included
in a cash-flow base and exempt from a tax prepat{ment base. Sole proprietorships might be dif-
ficult to handle in this manner, however, since the lines between the individual and the busi-
ness may be blurry. For example, the individual consumption tax diseussed by the Treasury De-
partment in Blueprints for Basic Tax Reform contemplated integrating sole proprietorships into
the individual consumption tax using a cash-flow approach. No integration of corporate busi-
nessles ;;25 c%ntemplat.ed. Department of the Treasury, Blueprints for Basic Tax Reform, 1977,
pp. 11 , 130-34.

. #7The Nunn-Domenici proposal also changes business taxation, but it can be described as a
combination of two different consumption taves: an individual cash-flow consumption tax at
graduated rates plus a single-rate, subtraction-method VAT. ’

58 Even if the taxpayer is allowed o use the cash receipts and disbursements method of ac.
counting under the Code, the determination of depreciation still rests on a notion that accrual
principles define the base.

e business tax analogue of the tax prepayment approach to an individual consumption-
based tax would resuit in no business-level tax,

»

i
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of productlon, not in the year of sale, The addition to inventory is

a form of saving and a full deduction is allowed for it from the base

of a cash-flow, consumption-based tax.

Similarly, if the pencil manufacturer purchases a new machine

to attach erasers that has a useful life longer than one year, under
an income base only the value of the machine that is used up dur-
ing that year is subtracted from the value of the pencil manufac-
turer’s output. The remainder of the value of the machine is de-
ducted in future years.?0 Under accrual accounting, the net income
during each year of the machine’s useful life is the value of the out-
put it produces minus the decline in the wvalue of the machine
minus the value of other inputs used to produce the pencils. Under
cash-flow accounting, by contrast, the taxpayer deducts the entire
purchase price of the machine from the annual output of the busi-
ness in the year the machine is purchased. The purchase of a dura-
ble good is a form of savings and a full deduction is allowed for it
from the base of a cash-flow, consumption-based tax.

In general, consumption-based taxes allow the immediate deduc-
tion (“expensing”) of the cost of capital purchases. Under an incomie
base, however, businesses are allowed déductions each year for

only an’ allocable portion of the cost of capital purchases. If the de-

duction allowed matches the decline in the value of the capital
good, then the deduction is called economic depreciation. To the ex-
tent that depreciation deductions allowed under present law exceed
economic depreciation, the current corporate income tax moves in
the direction of a consumption-based tax !

To this point, the description of the cash-flow business tax has

not specified what cash flows are considered. There are two alter-
natives, sometimes iabelled as “R” and “R+F".22 The R alternative
accounts only for cash flows based on real {non-financial) activity.
Sales of goods and services are included in the base and purchases
of inputs are subtracted from the base. Proceeds from a bank loan
or a sale of stock are not included in the base and outflows such
as loan repayments and payments of interést and dividends are not

subtracted from the base. The R+F alternative accounts for cash

flows based on both real activity and financial activity (except for
transactions with the equity holders). In addition to sales of goods

and services, loan proceeds are included in the base.’ Purchases of

inputs plus loan repayments and payments of interest are sub-
tract;d from the base. Stock sale proceeds and d1v1dends are ig-
nore

The Hall-Rabushka-type taxes use an R approach to defimng the
cash- ﬂow base for busmesses, which leads to a second dlstmctlon

80 The amount of‘ the machme t.hat is used up in'a gwen year is the dechne :n the value of }

the machine over the course of that year. Depreciation rules are generally used as a means to
reflect this decline in value over the life of an asset.
%1 Under Code section 179, taxpayers other than estates, trusts or certain noncorporate lessors
may elect to expense up to’ $17 500 ($8,750 for married individuals filing separate returns) of
qualifying capital property. The $17,500 limit is reduced (but not below zero) by the amount
by which r.he cost of such property placed in servxee during the taxable year exceeds $200,000
Ln addition, the depreciation allowance provided by Code section 168 generally exceed economic
lepreciation.
This nomenclature was introduced by the Meade Committee in the study published by the
Institute for Fiscal Studies, The Structure and Reform of Direct Taxation, {London: George Allen
and Unwin), 1978. “R” stands for “real " while “F” stands for “financial.”
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between them and the current income-based business tax.23 That
is the treatment of interest expense, which is deductible under the
current income-based tax as a cost of producing income, but would
not be deductible under an R base. By contrast, under an R+F
base, interest would continue to be deductible and principal repay-
ments would become deductible, while loan proceeds would become
includible in the base.

Under either cash-flow base, a consumption-based flat tax on
businesses results in an expected tax collection of zero on the re-
turns to additional units of capital. In a competitive market, the
price of each additional capital good would be the expected present
value of the output produced over the lifetime of the capital good.
The business deducts that price in the year of purchase. If we as-
sume that future returns from the capital good are equal to those
expected by the taxpayer at the time of purchase, then the returns
the business receives from using each additional capital good in-
crease its tax base in the future, but only by as much in present
value as the amount expensed at the time of purchase. Thus, simi-
lar to the treatment under the individual tax for deductible IRA
contributions, the expensing of the cost of a capital good is equiva-
lent to exempting from tax the expected returns generated by such
good. Any net collections (in present value terms) of the cash-flow
tax arise from returns in excess of those expected at the time of
the purchase of an additional capital good or from inframarginal
units of capital 94 '

C. Criteria for Analysis of Tax Systems

1. In general

Analysts generally judge tax systems in terms of how well the
‘tax system answers four different questions.

¢ First, does the tax system promote or hinder economic effi-
ciency. That is, to what extent does the tax system distort tax-
payer behavior? Does the tax system create a bias against the
domestic production of goods and services? To what extent does
it promote economic growth? -

. gecond, is the tax system fair? Does the tax system treat
similarly situated individuals similarly? Does the tax system
account for individuals’ different capacities to bear the burden
of taxation? o ‘

e Third, is the tax system simple? Is it costly for taxpayers to
determine their tax liability and file their taxes?

e Fourth, can the tax system be easily administered by the
- government and can it induce compliance by all individuals? Is
enforcement costly? Can some individuals successfully avoid
their legal liabilities?

p!:;:'he detli;actibilitylof int.er']?st is !;:::sed 'uiretﬂ irmmi};;ombg-based business tax. The b%c;r:é
nsive Business Income Tax pro y the partment was an income-

tax that would have denied businesses a deduction for interest. Department of the Treasury,
Integration of the Individual and Corporate Tax Systems, January 1992,

84 [nframarginal units of capital are those for which the business expecis a return in excess
of the return that it could make on the next-best use of the funds. For such units of capital,
the present value of the expected returns would exceed the cost of the unit of capital. If the
actggl returns match the expected returns, there will be a positive present value of tax collected
on those returns.

[ty
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The design of a tax system involves tradeoffs between these dif-
ferent goals. Measures designed to ensure compliance may increase -
the complexity of taxation for individual filers. Measures designed
to promote simplicity may create distortions in individual choice of
investments. Measures designed to promote growth may alter the
distribution of the tax burden. _ L

The material below discusses issues in efficiency, equity, simplic-
ity, administration, and compliance that arise in consideration of
replacement of the current U.S. tax system with the consumption-
based tax systems described in Part I1I above.

2. Efficiency

Overview

Any tax imposed on economic decisions of taxpayers, be it on the
decision to work, the decision to save, or the decision to consume,
will create nonneutralities and distort taxpayer behavior. A tax
system that taxes different individuals or different sources of in-
come or consumption at different tax rates is not neutral between
individuals or between sources of income, or types of consumption.
Such nonneutralities can distort taxpayer behavior. Such

_nonneutralities cause taxpayers to make decisions that result in an

inefficient use of their own and the economy’s resources. Such dis-
tortions can reduce taxpayer welfare and diminish the performance
of the economy. In general, the higher the marginal tax rates, the

‘greater the reductions in taxpayer welfare and economic perform-

ance. In addition, nonneutralities may induce taxpayers to engage
in activities that, while they offer a positive private return, produce
no net return to the economy. One way to characterize
nonneutralities is to = classify them as “intratemporal”
(nonneutralities that arise’ within the current year) or
“intertemporal” (nonneutralities that arise across different years).
_ Economists observe that income taxes are intertemporally
nonneutral. By taxing both wage income and any return on after-
tax wages saved, income taxes increase the cost of future consump-
tion compared to present consumption. This may create a bias
against saving. Aside from the distortion of consumer behavior, a
bias against saving may inhibit economic growth because saving is
necessary to finance investment in productivity enhancing training,
equipment, and research. The saving rate of the United States and
the growth rate of the United States have fallen from levels that
prevailed 25 years ago and are low in comparison to that of other
developed countries.

Some advocates of consumptioni taxation argue that consumption
taxes enhance a country’s ability to export goods and services. They
argue that current U.S. taxes create a bias against exports, Many

_economists argue that the substitution of a consumption-based tax

for an income tax is unlikely to change U.S. demand for im(forts
or increase the sale of domestically manufactured goods abroad.

Intratemporal nonneutrality

The present Federal income tax imposes different tax rates on
different individuals. Taxing different individuals at different mar-
ginal tax rates creates opportunities for bracket arbitrage and cli-



60

entele effects. For example, if a taxpayer’s receipts and expenses
may be realized with some discretion (as is the case with taxpayers
using the cash receipts and disbursements method of accounting),
it is advantageous to recognize income when his marginal tax rate
would otherwise be low and pay expenses when his marginal tax
rate would otherwise be high. Such bracket arbitrage is profitable
for the taxpayer, but may require the use of his time or resources
from which tie economy as a whole receives no benefit. Also, the
delay or acceleration of economic activity merely to affect a tax-
payer’s tax liability may create inefficiencies in the market. A sin-
gle marginal tax rate, as in a Hall-Rabushka-type flat tax, gen-
erally reduces the potential for private profit from bracket arbi-
trage and may free the taxpayer’s time and resources for other en-
deavors. Similarly a VAT or retail sales tax would eliminate brack-
et arbitrage both by their single rate structure and by virtue of not
being levied directf(y or individually. Under a tax system with in-
creasing marginal tax rates on consumption such as the USA Tax
of S. 722, taxpayers would benefit by devoting effort to avoiding
bunching large purchases in one year.

Clientele effects represent a different sort of bracket arbitrage.
With different taxpayers facing different tax rates it may be advan-
tageous for one group of taxpayers, a “clientele,” to hold one type
of asset and another group of taxpayers to hold another type of
asset. For example, because interest is deduectible it is cheaper for
a high-tax bracket taxpayer to borrow than for a low-tax bracket
taxpayer.95 Thus, high-tax bracket taxpayers might be more likely
to borrow, and to borrow from low- or zero-bracket taxpayers. This
nonneutrality could distort credit markets by effectively charging
different interest rates to different taxpayers, depending upon a
factor that has nothing to do with the taxpayer’s creditworthiness.

Tax clienteles also may result in reduced tax coliections. If re-
duced tax collections lead to higher overall tax rates, all existing

" nonneutralities may be magnified. Under the present income tax,

interest income is taxable and corporations may deduct interest ex-
pense. If all taxpayers faced the same tax rate, the aggregate tax
collected from interest income recognized from corporate interest
payments would be offset by corporate interest deductions.®¢ How-
ever, if taxpayers in tax rate brackets lower than that of corpora-
tions hold the debt, the government on net collects less in tax from

- interest income than it forgoes in interest deductions. Having only
one marginal tax rate would mitigate these clientele effects. How-
ever, to the extent that some taxpayers remain not subject to tax,
potential clientele effects may persist.

. The present Federal income tax also imposes different effective
tax rates on different sources of income. For example, income from
investments in corporate equity generally is subject to a corporate-
.level tax when earned and to individual-level tax when the income
is distributed to individuals. Interest from certain State and local
securities is exempt from tax. Such nonneutralities may distort in-

85The after-tax interest cost when the interest rate is r is r(1-t), where t is the taxpayer's
marginal tax rate. The greater the value of t, the lower the after-tax interest cost.

98This discussion ignores certain other provisions of the income tax. For example, denial of
net operating losses in excess of other income and the denial of a portion of the interest paid
on certain high-yield debt obligations may limit the ability of a corporation to deduct interést
expense in the current year.
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vestor decisions, thereby reducing the efficiency of the capital mar-
ket in allocating capital to its most highly valued uses. A prémise
of consumption-based taxes is to avoid such distortion of invest.
ment decisions by effectively exempting investment income from di-
rect taxation.

Similarly, certain forms of employee compensation, such as em-
ployer-provzded health benefits, are not taxed. Some economists
suggest that the exclusion of certain health benefits from taxable
employee compensation leads employees to consume more health
care and less of other goods than they otherwise would.9? Such
nonneutralities can arise under consumption-based taxes if certain
consumption goods are exempt from tax, or taxed at lower rates,
than are other goods. Exclusion of health care services and health
insurance from a consumption tax base also may lead individuals
to consume. more of these services than they otherwise would. Tax-
payers also may arrange their affairs to increase tax-preferred
sources of income or consumption, leading to an erosion of the tax
base. For example employees mlght negotiate for a larger propor-
tion of their income to be paid in the form of nontaxed fringe bene-
fits. Erosion of the tax base could necessitate hlgher rates of tax
and higher rates of tax exacerbate existing economic distortions. In
addition to exclusions of particular sources of income or types of
consumption, a consumption base may shrink if taxpayers can ar-
range their affairs to take advantage of general exemption amounts
or lower rates of tax. Under a Hall-Rabushka-type flat tax or a
cash-flow individual consumption tax, it can be advantageous to
shift wages (Hall-Rabushka) or consumption (cash-flow) to tax-
payers who have not fully used their personal exemption or who
are in a lower tax bracket.

A consumption-based tax would not necessarily eliminate all
such distortions. As the preceding discussion suggests, distortions
arise both from the breadth of the tax base and the rate of tax ap-
plied to different parts of the tax base. Providing one rate of tax
does not eliminate distortions to the extent that some items remain
outside the tax base. As taxpayers’ leisure time always is untaxed,
higher tax rates under either an income-based tax or a consump-
;;ign-based tax could distort taxpayers’ choices between work and
eisure.

Intertemporal nonneutralitly

One criticism of any income tax is that it is not neutral between
present and future consumption. If a taxpayer earns wage income
today and uses his wage income to consume today, the tax he pays
relative to that consumption is equal to the tax on his wages. If the
taxpayer earns wage income today and saves it to consume tomor-
row, the tax he pays relative to that future consumption is equal
to the tax on his wage income plus the tax owed on any interest
earned by his saving. The total tax is greater if the consumption

#78ee the discussion in Joint Committee on Taxation, Description and Analysis of Title VII
‘of H.R. 3600, 8. 1757, and 8. 1775 (Health Security Act} (JCS-20-93), December 20, 1993, pp.

93-437 0 - 95 - 3
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is deferred.®® The potential distortion in favor of present, rather
than future, consumption may be important because it may give
the taxpayer a disincentive to save, and saving is necessary for eco-
nomic growth.

Investment and economic growth.—When an economy’s rate of
net investment (gross investment less depreciation) increases, the
economy’s stock of capital increases. A larger capital stock permits
greater production of goods and services using a fixed amount of
labor. The larger a country’s capital stock, the more productive its
workers and, generally, the higher its real wages and salaries.
Thus, increases in investment tend to cause future increases in a
nation’s standard of living.

Figure 1 below shows that the rate of growth of per capita GDP .

in the United States has slowed from that which prevailed in the
1960s. Between 1963 and 1972, the growth rate of real per capita
GDP averaged 2.6 percent in the United States, while for the pe-
riod 1983 to 1992 the growth rate of real per capita GDP averaged
1.9 percent. Both of these figures are below the average experience
of the countries which comprise the Organisation for Economic Co-
Operation and Development (“OECD”), The OECD countries aver-
aged 3.7 percent per year for the period 1963 to 1972 and 2.1 per-
cent per year for 1983 to 1992. As Figure 1 displays, the real
growth rate of all the western economies generally has declined
since the 1960s. The decline in the United States was less than the
average. _

98To be more precise, the present value of the tax paid is greater if some of the wage income
is saved and the earnings from that saving subsequently are taxed as income.

i
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In the short run, inecreases in gross investment (investment in
new capital as well as investment that is undertaken to replace de-
preciated or worn out capital) will increase the capital stock. As the
capital stock increases, worker productivity increases and the econ-
omy will experience a higher rate of growth. The result is a higher
level of per capita income. Because a larger capital stock results in
a larger amount of depreciation, in the long run any given rate of
investment will just offset the depreciation of the steady state cap-
ital stock. Thus, in the long run an increase in the level of invest-
ment increases a nation’s standard of living, but may not increase
a country’s long run rate of growth. To sustain a higher growth
rGaItitis 9ignvest:ment must continue to increase as a percentage of

Sources of investment funds—Investment involves a tradeoff be-
tween consumption today and consumption tomorrow. Investment
can either be financed by national saving or by foreign borrowing
(saving by foreigners). A basic accounting identity of the national
income and product accounts states that national investment must
equal the sum of private saving, government saving, and net for-
eign borrowing. 100

If capital is not perfectly mobile between nations then the level
of national saving can affect the level of investment. When the do-
mestic saving rate is low, so is the domestic investment rate. His-
torically, there has been a strong positive correlation between a
country’s rate of investment and its rate of saving.1°1 Although this
relationship has become weaker over time,102 it is still true that
-.countries with high saving rates also generally have high invest-
ment rates. '

Trends in national saving.—National saving is generally divided
into private saving and public saving. Private saving is comprised
of household or personal saving and business saving. Households
save by not spending all of their disposable (i.e., after-tax) income.
Businesses save by retaining some of their earnings. Public saving
reflects the extent to which the Federal, State, and local govern-
ments run budget surpluses. Net business saving, personal saving,
and public saving were all lower during the past several years than
in any of the three previous decades. Table 6 below reports per-
sonal saving rates in the United States. While private saving re-
mained positive, public saving was consistently negative during the
1980s as the result of Federal deficits. The magnitude of public dis-
saving during the past 15 years generally ‘was larger relative to

L TN cg.laliﬁcation exists to the previous analysis. It is ible that a higher investment level
can lead to a higher growth rate even in the long run. Even if there is no growth in the level
of investment, the investment to replace depreciated capital may still enhance economic growth
because the new capital is more productive than the capital it replaced. The higher the level
of investment, the more new capital is purchased each year, and thus the higher the rate at
which new technologies may get adopted. ’ :

100 The experience of the 1980s, when investment in the United States exceeded national sav-
ing, demonstrates how important net foreign borrowing has become. When demand for invest-
ment funds in the United States outstrips the supply of national savings, interést rates rise in
response. Increases in interest rates attract foreign cc:J;iral to the United States, and the excess
of &omestic investment over national saving is financed by foreigners’ saving.

1018ee, for instance, Martin Feldsteiri and Charles Horioka, “Domestic Saving and Inter-
national Capital Flows,” Economic Journal, vol. 90 (June 1980) gg 314-29.

192 See Martin Feldstein and Phillij:pe Bacchetta, “National Saving and International Invest-
ment,” in B, Douglas Bernheim and John B. Shoven (eds.), National Saving and Fconomic Per-
formance, (Chicago: University of Chicago Press), 1991, pp. 201-220. '
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GDP than in earlier years. Net national saving dechned steadlly
through most of the 19803 See Flgure 2.
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Table 6.—Personal Saving as a Percentage of Disposable
Personal Income, Selected Years, 1929-93 '

Year a percentage of dis-

]
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‘1 Estimate. _
Source: Department of Commerce, Bureau of Economic Analysis.

The United States’ national saving rate is low when compared to
that of other nations. Figure 2 displays the net national saving
rates for Japan, Canada, the United States, and the average of the
OECD countries for the period 1960 to 1993. As Figure 2 indicates,
the net saving rate of the United States during the 1980s was
below the average saving rate of OECD countries.i93 Generally,
saving rates of all nations have declined from the rates of the late
1960s. The U.S. net saving rate for 1993 was 2.7 percent compared
to the OECD average of 7.3 percent. ' L o

103While the source of the international comparisons draws on data from the OECD, which
attempts to provide data on an internationally com: e basis, the data are not fully com-
parable. See, Andrew Dean, Martine Durand, John Fallon, and Peter Hoeller, “Sa\ringW rends
and Behavior in' OECD Countries,” QECD, Economics and Statistics Department Working
Pager, No. 67, June 1989. The data underlyixg Fi 1. and 2 are drawn of national income
and products account data as reported to the ECS_. To compute the OECD average individual
gﬁuntry data are converted to dollars annually at the average exchange rate that prevailed for

at year. . o :
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Effect of tax policy on saving.—FEconomists disagree whether, in
fact, an income tax does discourage saving. At issue is the extent
to which taxpayers change their saving in response to the net,
after-tax return to their saving. Some studies have argued that one
should expect substantial increases in saving from increases in the
net return.l04 Other studies have argued that large behavioral re-
sponse to changes in the after-tax rate of return need not occur.195
Empirical investigation of the responsiveness of personal saving to
the taxation of investment earnings provides no conclusive results.
Some find personal saving responds strongly to increases in the net
return to saving,'®® while others find little or a negative re-
sponse, 197 -

Effects of a VAT on international trade

Overview.—Because border tax adjustments provide rebates on
exported goods and impose taxes on imported goods, destination-
based VATs may appear to provide subsidies for exports and dis-
incentives to imports. The flat tax of H.R. 4585, on the other hand,
is an origin-based consumption-base tax. It would impose tax on all
business activities that occur in the United States, regardless of
where goods or services are sold. An origin-based consumption-
based tax appears to penalize exports relative to imports. In fact,
however, border tax adjustments provide neither incentives nor
penalties for international trade. Similarly it is sometimes argued
that the U.S. corporate income tax places U.S.-based corporations
at a disadvantage when selling overseas and creates an advantage
for foreign-based corporations that sell in the United States, and
that substitution of a VAT or retail sales tax for the corporate in-
come tax would encourage exports and discourage the purchase of
it}:{plortlis Economists generally argue that this outcome is un-
ikely. .

A potential benefit of a consumption-based tax on international
trade is the possibility that the replacement of the income tax with
a consumption-based tax will increase savings by reducing the pen-
alties on saving imposed by the income tax. The possible effects of
consumption taxes on savings are discussed above. An increase in
domestic saving would likely increase domestic capital formation
and productivity, making U.S. products less expensive abroad. An
increase in demand for U.S. products generally would lead to ap-
preciation of the dollar, eliminating some or all of the price advan-

tage. '

Destination-based consumption taxes.—A consumption tax based
on the destination principle imposes tax on imports and provides

1041 awrence H, Summers, “Capital Taxation and Accumulation in a Life Cycle Growth

Model,” American Economic Review, 71, September 1981. e

195 David A. Starrett, “Effects of Taxes on Sa;’igg." in Heng J. Aaron, Harvey Galper, and
Joseph A. Pechman (eds.), Uneasy Compromise: iems of a Hybrid Income-Consumption Tax,
(Washington, D.C.: Brookings Institution), 1988.
BGIOZM‘EI 1!;’tz"lsBoskin, “Taxation, Saving, and the Rate of Interest,” Journal of Political Economy,

, Apri .

207 George von Furstenberg, “Saving,” in Henry Aaron and Joseph Pechman (eds.), How Taxes
Affect Economic Behavior, (Washington, D.C.: Brookings Institution), 1981.

108The ability to adjust taxes at the border mady make a difference in the case when inter-
mediate goods are traded. A retail sales tax that does not provide an adjustment at the border
is equivalent to a tariff on the import of intermediate (of a subsidy to the %roduction of
intermediate goods for export). Gene M. Gossman, “Border Tax Adjustments: Do ‘They Distort
Trade?” Journal of International Economics, 10(1), February 1980, pp. 117-28.
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tax rebates on exéyorts. These import fees and export rebates are
commonly referred to as border tax adjustments and are a fixture
of most VAT systems currently in place. Such adjustments also

generally would apply under a retail sales tax. They are also fully
consistent with GATT rules as long as they do not discriminate
against imports or provide over-rebates or exports. Because the tax
on imports has the appearance of a protective tariff, and the rebate
on exports has the appearance of an export subsidy, it is commonly
believed that a consumption tax (based on the destination prin-
ciple) would help the U.S. balance of trade. However, economists
have long held that there is no direct effect of a consumption tax
on the volume of exports or imports.10? In fact, the imposition of
a tax on imports—equal to that imposed on goods produced domes-
tically—and a similar tax rebate on exports is intended to maintain
a level playing field between domestic and foreign producers in
i‘,{heir competition for business in both domestic and foreign mar-

ets.

To help understand why border tax adjustments do not distort or
subsidize international trade, consider the following example. Sup-
pose a certain good produced both overseas and domestically, such
as wheat, sells at $4 (per bushel). With the enactment of a broad-
based U.S. VAT at a rate of 10 percent, the price of wheat in the
U.S. would increase by 10 percent to $4.40 (under the assumption
that the tax is passed forward to consumers) for wheat produced
domestically as well overseas since both are subject to the tax—the
domestically produced wheat being subject to the normal VAT and
the wheat produced overseas subject to the import tax at the same
rate as the VAT. Thus, even though imports are subject to tax, U.S.
buyers’ choice between imported and domestically produced wheat
is not altered. o N N

Similarly, foreign consumers’ choice between goods produced in
the U.S. and goods produced in their own country is not altered
even though U.S.-produced goods are provided VAT rebates when
exported. Wheat produced outside of the U.S. and sold to foreign
consumers remains at its world price of $4.00 and wheat produced-
inside the U.S. remains at $4.00 since no U.S. VAT is imposed on
the exported wheat. o

Origin-based consumption taxes.—From the preceding discussion
it might seem that a consumption tax without border tax adjust-
ments (an origin-principle consumption tax) such as a Hall-
Rabushka-type flat tax could disadvantage domestic producers rel-
ative to foreign producers in overseas markets. However, border
tax adjustments may not be the only mechanism operating to
maintain neutrality. Other self-executing adjustments by the mar-
kets, such as reductions in wage rates or in the value of the domes-
tic currency, could wholly offset any potentially detrimental trade
effects of origin-based taxation on exported goods. ,

Continuing the above example, if the world price of wheat is
$4.00, the burden of the tax cannot be shifted forward to consum-
ers in the form of higher prices. If the markets are competitive, the

108 8pe, for example, Martin Feldstein and Paul Krugman, “International Trade Effects of
Value-Added Taxation,” in Assaf Razin and Joel Slemrod (eds.) Taxation in the Global Economy,
Chicago: University of Chicago Press, 1990; and Charles E, McLure, The Value-Added Tax:
to Deficit Reduction?, (Washington, I).C.: American Enterprise Institute), 1987. '
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seller cannot both reduce price and remain in business. However,
labor may bear the burden of the tax through reduced wages. This
allows the seller to remain in business with a price of $4.00. There-
fore, there is no effect on foreign trade. Alternatively, the domestic
currency may depreciate so that although the nominal price has in-
creased to $4.40, the price paid for domestic wheat by foreign con-
sumers in their currency is unchanged from its before-tax level.110
Substitution of a consumption-based tax for the corporation in-
come tax.—It is sometimes argued that a VAT, a retail sales tax,
or other consumption tax might boost the competitiveness of U.S.
firms vis-a-vis imports or foreign-owned U.S. firms. In the case of
imports, it might be argued that foreign firms enjoy access to U.S.
markets but bear no U.S. tax because, under the source principle
no U.8. income tax is imposed on imgorted goods. In the case of
goods produced by foreign-owned U.S. firms importing near-fin-
1shed goods from the foreign parent company, only a small amount
of total income properly allocable to the sale of that product is sub-
Jject to U.S. corporate income tax.111 In either case, the foreign firm
may pay little U.S. tax, while its U.S. competitor is fully subject
to the corporate income tax. However, if the products sold in the
United States by both foreign- and U.S.-owned firms were both
subject to a destination-based consumption tax instead of a cor-
porate income tax, both classes of firms would incur the same U.S.
tax liability. Therefore, it is argued that the competitiveness of
U.S.-owned firms would be enhanced by the imposition of a des-
tination-based consumption tax, if the consumption tax replaced
part or all of the corporate income tax.
~ Because of economic adjustments, either through changes in the
price of taxed goods or through changes in the exchange rate, the
above line of reasoning is generally incorrect. It is often assumed
that consumption taxes are passed along to consumers in the form
of higher prices, and it is assumed that corporate income taxes are
borne by owners of capital.11? In this case, the conclusion does not
hold. Under these assumptions, although domestic and foreign pro-
ducers may be subject to different corporate tax burdens, none of
this is reflected in higher prices, and the relative attractiveness of
%oods produced by U.S.- and foreign-owned firms is not affected.
n the other hand, consumption taxes would raise prices uniformly
for the goods of both domestic- and foreign-owned firms, but the
relative attractiveness of their goods would be unaffected. There-

110 Saa hzl_lagtm Feldstein and Paul Krugman, “International Trade Effects of Value-Added Tax-
ation,” p. . ) :

"1In addition, possible problems in the administration of related-party transfer rules may
further reduce the amount of U.S. tax imposed on foreign-owned U.S. corporations. For a discus-
sion of these issues, see Joint Committee on Taxation, Present Law and Certoin Issues Relating
to Transfer Pricing (Code Section 482) (JCS—22-90), June 28, 1990.

112 The burden of consumption taxes is widely assumed to be passed along to consumers. How-
ever, this assumption is not beyond reasonable dispute. See the discussion in Part IV.C.3 and
Part IV.D.1 below. There also is disagreement about the incidence of the corporation income tax.
A large body of public finance literature has focused on the “Harberger model,” which concludes
that the corporation income tax is borne by all capital. However, the Harberger model assumes
that savings is not responsive to changes in tax rates and that capital is not mobile across inter-
national borders. To the extent that these assumptions are not correct, the burden of the tax
may be partially or totally borne by labor, in the form of lower wafes. To the extent the corpora-
tion income tax would be borne by consumers, it generally would be expected to be borne by
foreign as well as domestic consumers. In this circumstance, it would be unlikely that any bene-
fit would be provided by replacing one tax (the corporation income tax, for example) the burden
of which is borne by consumers with another tax (a VAT, for example) that is borne by consum-
ers. : . . .

o
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fore, under these assumptions, a consumption tax, as compared to
a corporate income tax, does not directly improve the U.S. balance
of trade by raising the grioe of goods of foreign-owned firms.

Even if the burden of the corporate income tax is not borne com-
pletely by owners of capital, the effects of the corporate iricome tax
on international trade remain minimal. If the corporation tax in-
creases prices instead of reducing profits, under a system of flexible
exchange rates, an o_ffset._tinsl acﬂustment in the exchange is likely
to occur and eliminate any disadvantage to exports from increased
prices. . _

3. Tax eqﬁity
Standards of comparison

Discussion of the fairness of a tax cannot take place without a
standard by which fairness can be judged. While most analysts rely
on the notion of “ability to pay” or the taxpayer’s capacity to bear
taxes, there is no agreement re; ing the appropriate standard by -
which to assess a taxpayer’s ability to pay. ' '

Annual income—Many analysts have long advocated a com-
prehensive measure of income as a measure of ability to pay.113 Al-
though income is commonly measured on an annual basis, it is rec-
ognized that there are sitgniﬁcant shortcomings with using annual
income as an indicator of ability to pay. First of all, an individual
may be subject to wide swings in income from year to year. In this
case, a “snapshot” of income in any one year would be a misleading
indicator of ability to pay. An individual’'s income generally varies
more from year to year does that individual’s consumption ex-
penditures, as individuals save money for “a rainy day” when their
income is high and dissave to finance consumption purchases when
their income is low. Second, over the course of a lifetime, annual
income will vary according to age, where income is low durin
school years, peaking toward the end of one’s working years, an
declining in retirement. Low annual income may incorrectly indi-
cate a low ability-to-pay for college students or retirees, and prob-
ably should not be considered equal to the ability-to-pay at the
peak of one’s career. '

Lifetime income.—Accordingly, many economists have argued
that lifetime income {or some average of income over several years)
is a better indicator of ability-to-pay.114 , :
. Over an individual’s lifetime, consumption is roughly equal to in-
come,!5 but as noted above consumption is likely to be high rel-
ative to income in low-earning years and low relative to income in
high-earning years. Therefore, if consumption tax liabilities are
borne in proportion to consumption, a broad-based consumption tax
appears regressive if compared to an annual measure of income

113 See, for example, Henry Simons, Personal Income Taxation, Chicago: University of Chicago
Press, 1938; and Richard Goode, “The Superiority of the Income Tax,” in Joseph Pechman (ed.),
What Should Be Taxed: Income or Consumption? Washington, 1D.C.: Brookings Institution, 1980.

144 If individuals do not have easy access to well developed financial markets, the appropriate-
ness of lifetime income as a measure of ability-to-pay should be qualified. For example, if an
iz;,dlividual is credit-constrained, lifetime income may overestimate a low-income ingivxdual's
ability to pay. '

115 ifet?!?xe income may exceed lifetime consumption (in present value) when an individual
receives large bequests or gifts (and these receipts are not considered income). Lifetime income
may be less than lifetime consimption (in preseiit ‘value) when an individual makes bequests
or gifts (and these payments are not considered consumption). - ) T
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and appears less regressive and perhaps even proportional when
lifetime income is used as the measure of ability-to-pay.

It has been widely observed that annual consumption is much
less variable than annual income, and that annual consumption is
more likely to be a function of lifetime income than annual in-
come.16 Based on this observation, some have even advocated an-
nual consumption itself as a measure of ability to pay since it is
a good proxy for average lifetime income.117 Others have advocated
consumption itself not because it is a good proxy for income, but
because it is a better measure than income of economic well-being.
If a tax system is considered “fair” when two individuals with the
same wealth at the beginning of their lives and the same abilities
to earn wage income are taxed equally, then consumption is a bet-
ter tax base than income. This is the case because (if an individual
neither receives nor leaves bequests) the present value of lifetime
consumption equals the present value of his lifetime earnings,
while the present value of lifetime income will vary with the timing
of savings. The present value of a consumption tax is then propor-
tional to economic well-being but the present value of an income
tax will vary for individuals with equal measures of economic well-
being and, in fact, will increase with the rate of savings.118

Equal treatment of equals

The present income tax may effectively impose different total tax
liabilities on taxpayers who otherwise have the same economic in-
come if they have different sources of income or types of expenses.
In addition to whatever economic distortions these nonneutralities
might create, some view this outcome as unfair. The principle of a
single-rate consumption tax is to apply the same rate of tax to all
similarly situated individuals. However, it is sometimes difficult to
determine when two individuals are similarly situated. For exam-
ple, people disagree over whether two taxpayers are similarly situ-
ated if they have the same income but different medical expenses,
or different work-related expenses, or different dietary expenses, or
whether they rent or own their home. These are disagreements
about the tax base. Any noncomprehensive tax base, whether
under an income-based or consumption-based tax, potentially im-
poses different tax liabilities on any two taxpayers who some might
. consider to be similarly situated. So too, a comprehensive tax base

might impose different tax liabilities on any two taxpayers who

some might consider to be similarly situated, if, for example, one

believes that medical expenses reduce the taxpayer’s ability to pay.
Progressivity ‘ . R A

. When discussing tax rates, analysts distinguish “average tax

- rates” from “marginal tax rates.” An daverage income tax rate is the

taxpayer’s total income tax liability divided by his total income. A .

‘marginal income tax rate is the rate of tax imposed on an addi-

118 See, for example, Milton Friedman, A Theory of the Consumption Function, Princeton, N.J.:
Princeton University Press, 1957. ] L C )

117 See James M. {’oterba, “Is the Gasoline Tax Regressive?” in (David Bradford (ed.), Tax Pol-
icy and the Economy, vol. 5, (Cambridge: The MIT Press), 1991. Lo

116 The Treasury Department discusses the relative merits of a consumption and income tax

" base in its 1977 tax reform study. See, Department of the Treasury, Blueprints for Basw Tax_

Reform, Jatuary 17, 1977, pp. 38-41.

"
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tional, or marginal, dollar of income earned by the taxpayer. Statu-
tory tax rates in the Code are marginal tax rates. A tax is “progres-
sive” if the average tax rate rises as the tax base rises. The present
Federal individual income tax is a progressive tax. A Hall-
Rabuska-type flat tax also is progressive because it exempts some
initial level of wage income from taxation. Similarly, a single- or
multi-rate consumption tax can be progressive if it exempts an ini-
tial level of consumption. If a tax exempts an initial level of income
or consumption from taxation, it does not require increasing mar-
ginal tax rates in order to be progressive.l!® For example, if a flat
income tax exempted the first $20,000 of income from tax and im-
posed a marginal tax rate of 20 percent on all income over $20,000,
the average tax rate would rise from zero at an income of $20,000,
to 6.7 percent at an income of $30,000, to 14.7 percent at an income.
of $75,000, to 19.6 percent at an income of $1 million.120 '

 The tax liability imposed under a flat tax can be represented by
a straight line whose slope is the marginal tax rate. For each addi-
tional dollar of income 12! earned, the taxpayer’s tax liability in-
creases at the marginal tax rate. The present-law income tax is
better described by a curve. The taxpayer's tax liability first in-
creases at the 15-percent marginal tax rate, then increases more
steeply at the 28-percent marginal tax rate, and ultimately in-
creases more steeply at the 39.6-percent marginal tax rate.!?? Fig-

- ure 3 illustrates this difference. The curving line labelled “Grad-

uated Rates” in the figure is modelled on the present-law individ-
ual income tax. It assumes a joint filing status claiming four per-
sonal exemptions and the standard deduction ($2,500 personal ex-
emption and $6,550 standard deduction for 1995). It assumes all
income is wage income taxable at the present-law tax rates of 15,
28, 31, 36, and 39.6 percent. For simplicity, it ignores the earned
ineome tax credit, other tax credits, and the phaseout of personal
‘exemptions. The line labelled “Flat Rate” assumes that all wage in-
come beyond a $20,000 exemption is taxed at a flat marginal tax
rate of 20 percent. ’

~- 119 Mathematically, if the marginal tax rate is greater than the average tax rate, the average '
tax rate increases as income increases. A tax that exempts an initial level of income or consump-
tion commences with an average tax rate of zero. Hence, any positive marginal tax rate wiil
cause the average tax rate to increase as income increases. ) ' :

120fn general, the average tax rate under the hypothetical flat income tax described in the
text would be zerp for incomes of $20,000 or less and [(2XY - 20,0000/Y, where Y is income,
for incomes in excess of $20,000. The average tax rate always increases as income (Y) increases.

121The term “income” will be used here to describe the tax base, whether the tax is an in-
come-hase tax or a consumption-base tax. o o o : i o

122 This discussion ignores preferences for certain types of income under present law, such as
income from realized gains. o
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The difference in the pattern of liability under a tax system with
inereasing marginal tax rates and a tax system with one marginal
tax rate can thus be thought of in terms of how well a straight line-
approximates a curve. A straight line, of course, can never exactly
match a curve. The flatter the curve, the more closely a straight
line can approximate a curve. The more convex its curve, the less
well a straight line serves as an approximation. In general, the
substitution of a flat tax system (one marginal tax rate) would be
expected to substantially alter the tax liabilities of many taxpayers
compared to their liability under a tax system with increasing mar-
ginal rates. '

The preceding discussion has implicitly assumed that the tax
base is unchanged while the marginal tax rate structure is altered.
The example in Figure 3 compares the taxation of a taxpayer with
solely wage income. However, if the tax base is changed at the
same time the rate structure is altered, it is not possible to make
a general statement about how tax liability would change. For ex-
ample, a flat tax might lower the marginal tax rate and total tax
liability on higher-income taxpayers. If, however, the tax base were
broadened to include interest from State and local bonds, and if
higher-income taxpayers held substantial amounts of those bonds,
then the tax liabilities of higher-income taxpayers might increase
even as their marginal tax rate fell.

Figure 4 shows the difference in the pattern of tax payments that
might occur under a multi-rate versus a single-rate consumption
tax. While the figure graphs taxes against cash income, the hypo-
thetical taxes are based on consumption. For purpoeses of this fig-
ure, families with different levels of income are assumed to
consume different progortions of their income. The proportions of
income consumed are based on actual U.S. experience as reported
in the Consumer Expenditure Survey.123 Thus, lower-income indi-
viduals are assumed to consume a higher proportion of their in-
come than are higher-income individuais. The curving line labelled
“Nunn-Domenici” in the figure is modelled after the mulfi-rate tax
schedule and family living allowance for joint filers in years after
1999 as provided in S. 722. Marginal tax rates vary from eight per-
cent to 40 percent. The line labelled “Retail Sales” uses the same
‘consumption data and assumes that all consumption is subject to
a 15-percent retail sales tax. Together, Figures 3 and 4, suggest
that achieving a desired pattern of progressivity is not dependent
upon an income base. - . :

An important difference that Figures 3 and 4 highlight is that
progessivity can be achieved by exempting an initial level of income
on consumption. Such exem£ﬁ0n5 are not easily achieved if tazes
are not imposed at the individual level. Exempting certain con-
sumption items from the tax base, such as food, clothing, and hous-
ing, may have comparable effects, but as such exemptions would
- apply to individuals who have a low ability to pay taxes and to in-

123 The’ consumption proportions are based on John Sabelhaus’s review of the Consumer Ex-
%endlture Survey. The consumptio:imprs:forﬁons used by the staff of the Joint Committee on
‘axation in greparin Figure 4 are on Sabelhsus’s “net worth saving” methodology as re-
ported in Table 2 of John Sabelhaus, “What Is The Distributional Burden of Taxing Consump-
tion? National Tax Journal, 46, September 1993, p. 336. The staff of the Joint Committee on
gaggltlilon linearly interpolates the saving rates for income levels between thosé reported by
2:1 aus. .
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dividuals who have a greater ability to pay taxes, such exemptions
geénerally are costly to provide in terms of revenue lost for progres-
sivity gained.124 In addition to creating nonneutral taxation of dif-
ferent consumption goods, the greater revenue required may neces-
sitate higher rates of tax which would exacerbate any economic dis-
tortions that exist under the tax. See Part IV.E.4 for a discussion
of providing relief for poor individuals.

Neither figure shouf,d be interpreted to represent the total tax li-
abilities likely upon replacement of the current income tax system
with a consumption-based tax system. The figures do not include
business level taxes, either those of present law or of the proposals
described in Part IIl.

124 1.8, Department of Treasury, Tex Reform for Fairness, Simplicity and Economic Growth,
Vol. 3, Value-Added Tax, November 1984.
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Economic incidence of consumption-based taxation

Simple calculations of taxes paid may not show who truly bene-
fits or who is harmed by fundamental tax restructuring. The bur-
den of taxation often is not well represented by a tabulation of who
pays the tax. For example, the statutory incidence of Federal alco-
holic beverage excise taxes is on the producers of such beverages,
but most analysts believe that consumers bear the burden of such
taxes in the form of higher prices for alcoholic beverages. Assigning
the collection of a new tax at the corporate level or at the individ-
ual level in a way to approximate the tax remitted by individuals
and corporations under present law does not mean that burden of
taxation has been distributed across taxpayers in the same manner
as present law.

To determine the incidence of any tax, it is necessary to deter-
mine which individuals bear the burden of the tax and how this
burden changes over time. A consumption tax can lead to increases
_in the general price level in the economy or to reductions in nomi-
nal wages and profit rates. For wage earners, the distinction is un-
important, because they will suffer the same reduction in buying
power whether their nominal wage falls or the prices they face in-
crease. In either case, their real wage falls. However, the distinc-
tion is important for individuals with income fixed in nominal dol-
lars—those with government transfers and those receiving or pay-
ing interest. For example, individuals whose income consists only
of non-indexed government transfers are burdened if prices rise,
but not if wages fall. Whether a consumption tax leads to nominal
wage and profit declines or to price increases will depend on the
‘monetary policy of the Federal Reserve, and cannot be predicted on
the basis of economic theory. Part IV.D.1, below, discusses further
the economic effects that may occur if prices change or if wages
change.125

4. Simplicity, administration and compliance

One of the common complaints about the current income tax sys-
tem is that it is extremely complex. The complexity leads to the use
of resources in order to learn the rules of the tax and to prepare
returns for the Gevernment’s collection of the tax. A purported ben-
efit of replacing the current income tax with a consumption tax is
that the latter would be simpler and fewer resources would be used
_in the collection of the same amount of revenue.

Individuals, businesses, and the government all use resources in
the process of collecting the tax revenue. Expenditures by individ-
uals and business have been estimated by researchers. Expendi-
tures by the government show up in the staffing and budget re-
quirements. For fiscal year 1994, the Internal Revenue Service had
a budget of over $7.3 billion dollars, with over 104,000 full-time
equivalent employees.126 During fiscal year 1994, the IRS proc-
essed 193.1 million primary returns and 8.7 million supplemental
documents. The IRS alsc processed slightly over a billion informa-

125 These issues are explored in greater detail in Joint Committee on Taxation, Methedology
and Isfggs in Measuring Changes in the Distribution of Tex Burdens (JC8-7-93), June 14, 1993,
pp. 51-60.

126 Data in this paragraph are from the Appendix, Budget of the United States Government,
Fiscal Year 1996, pp. 810-15.
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tion returns in the course of its document-matching program. These
information returns relate to wage, dividend, and interest receipts
and are matched against individual income tax returns to identify
income reporting discrepancies, unsubstantiated deductions, and
nonfiling of returns. There were nearly 123 million income, estate,
gift, and partnership returns filed in 1993. The IRS examined 1.3
million returns that year, for an audit rate of 1.08 percent. - _
The 1984 Treasury Report }27 estimated that it would require ap-
proximately 20,000 additional IRS employees to administer ‘a cred-
it-invoice method VAT in the United States. Since these employees
would be in addition to the existing IRS staff, it is not clear from
the report what the total staffing requirements would be if the
VAT were used to replace the current income tax. Although the re-.
port assumed there would be only limited integration of the VAT
with the income tax, some of the existing IRS employees would per-
haps be required to deal with VAT-related functions (e.g., returns
processing), so that the 20,000 additional staff would not represent
the entire IRS workforce involved with VAT administration. (Al-
though the Treasury Report recommended that the Customs Serv-
ice administer a VAT with respect to imports, the report contained
no estimate of the required number of employees or costs attrib-
utable to administration of a VAT by the Customs Service with re-
spect to imports.) The economy has, of course, grown substantially
since then, and the size of the IRS has also grown. In 1984, the
IRS had 87,635 full-time equivalent employees. The 1984 Treasury -
Report also estimated that it would cost the IRS $700 million per
year to administer a credit-invoice VAT, once it was fully effective
(this estimate did not consider the costs of the Customs Service in
administering a VAT). ' R , o
The design features of a VAT have the largest influence on the
number of staff required to administer a VAT. The most significant
of these design features that could influence the number of VAT
employees is the choice of a credit-invoice method VAT or a sub-
traction-method VAT. It is possible that a subtraction-méthod VAT
with no significant ex_em\;;tions could require fewer employees than
a credit-invoice method VAT, It is also possible that either type of
VAT would require approximately the same number of employees,
though they might be deployed differently. For example, more audit
employees might be required under a subtraction-method VAT (be-
cause of the lack of invoices) than a credit-invoice method VAT,
Estimates of the compliance costs of VATs are sensitive to the
design and parameters of the VAT. Of particular importance are
the size of the exemption for small businesses and the presence of
‘special rates for particular goods and services. A single-rate VAT
- applicable to a very broad range of goods and services would be
easier for both the Government and the private sector to admin-
ister than a multi-rate VAT with numerous exceptions and special
rules. For example, a KPMG study of the potential administrative-
costs of a VAT in the United States estimated that the recurring
administrative costs (at 1989 levels) for a VAT with a  $50,000
small business exemption would be $300 million. With such ‘an ex-

127 Department of the Téssury, Tas Reforin for Faiiness, Simplicity, andd Eeonomic Giouth,
Volume 3, Value-Added Ta}z, Nozimber 1984. ) ol ty - e
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emption, 6 million businesses would be registered for the tax, only
30 percent of the potential number of filers. The cost of eliminating
those filers would be only 1.5 percent of the revenue. If the exemp-
tion were increased to $100,000, the number of registered busi-
nesses would be reduced to 4.1 million, and the administrative
costs would fall to $220 million.?28 Multiple rates in a credit-in-
voice VAT increase the misreporting and misclassification of sales
and require additional administrative resources for auditing. A
1993 GAO report on the administrative costs of a VAT estimated
that multiple rates could increase the administrative cost of audits
by 30 to 50 percent.129

There are several other factors that influence the administrative
costs of a VAT. One is the general size of the businesses subject
to the VAT. The larger the size of the VAT taxpayer, the more like-
ly that the taxpayer will employ specialized experts to assist in the
preparation and filing of the VAT return. These specialized outside
experts can help assure compliance with the law, at least insofar
as the law is clear. With respect to the U.S. income tax, IRS data
generally indicate that large firms make fewer errors in basic com-
putations than small firms. This is also likely to be true with re-
spect to a VAT, ,

The activity of the government in collecting taxes constitutes the
administrative costs of the tax system. Also important are the com-
pliance costs imposed on individuals and businesses in learning
about the tax rules, maintaining records, and preparing and filing
returns. Surveys of both individual and business taxpayers have
attempted to measure the value of time and money spent on filing
tax returns. A Igatir of national surveys conducted in 1983 for the
IRS by Arthur D, Little estimated that the total burden on individ-
uals was 1.6 billion hours.13¢ Using data from a mail survey of
Minnesota households for the 1982 tax year, Slemrod and Sorum
estimated that on average, a taxpayer spent 21.7 hours annually
on tax matters. For the population as a whole, this amount trans-
lated into about two billion hours and a combined cost in time and
money of between five and seven percent of total revenue.131 In a
similar survey conducted by Blumenthal and Slemrod for the 1989
tax year, on average, a taxpayer spent 27.4 hours.132 About half of
the subjects in the later survey paid for professional assistance in
filing their return, spending an average of $132 per taxpayer for
that assistance. The total resource cost per taxpayer was §354, vir-
tually the same as the cost in 1982, adjusted for inflation. Across
both periods, higher eompliance costs were associated with higher-
income returns, self-employment income, and the presence of item-
ized deductions and capital gains. The expenditures of time and

128 KPMG Peat Marwick Policy Economics Group, Study of Value-Added Taxation in the Unit-
ed States, (Washington, D.C.: for the American Petroleum Institute), 1989, .

1257]. S, General Accounting Office, Value-Added Taxes: Administrative Costs Vary with Com-
plexity end Number of Businesses, GAO/GGD-93-78, May 1993. For a survey of evidence from
numerous countries, see Sijbren Cnossen, Administrative and Compliance Costs of the VAT: A
Review of the Evidence, Tax Notes 1609 June 20, 1994,

130 Arthur D, Little, Development of Methodology for Estimating the Taxpayer Paperwork Bur-
den, Final Report to the Department of the Treasury, Internal Revenue Service, June 1988,

131 Jpel Slemrod and Nikki Sorum, “The Compliance Cost of the U.S. Individual Income Tax
- System,” National Tax Journal, 37(4), December 1984, pp. 461-74. )

132 Marsha Blumenthal and Joel Slemrod, “The Compliance Cost of the U.S. Individual Income
TBaSX—— gg;tem: A Second Look After Tax Reform,” National Tax Journal, 45(2), June 1992, pp.

i
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money for taxpayers who had self-employment income was signifi-
cantly greater than for those who did not. L
Slemrod and Blumenthal used a similar methodology to estimate
the cost of compliance with the corporate income tax for large cor-
porations.!32 The researchers mailed a survey in 1992 to corporate
tax officers for the 1,672 firms in the IRS’s Coordinated Examina-
tion Program (CEP). Of those surveyed, 365 firms responded.
Weighting the responses from the sample, they estimated a total
compliance cost of $1.1 billion for the Fortune 500 firms and $2.1
for the CEP firms, about 70 percent of which involves Federal
taxes. o : :
Adding up the different sources of costs of the current tax sys-
tem, Slemrod estimates that the sum of taxpayer costs and the IRS
budget could be $75 billion annually, or about 10 percent of Federal
and State revenue:18¢ o
Using estimates of compliance costs in the United Kingdom for
a benchmark, the GAO report estimates that the total compliance
cost of a VAT in the United Statés in 1988 would have been be-
tween $4-7 billion, given a $25,000 small business exemption.135
One of the reasons for the complexity and the costs of the current
system is the attempt to relate tax liability to the “ability to pay”
of the taxpayer. Because income is used as the yardstick for abilit:
to pay, income needs to be measured properly, which can be dif-
ficult in the case of certain capital income. One element of simplic-
ity provided by a consumption-based tax system is that capital in-
come need not be measured. Another reason for the complexity of
the current system is the existence of special incentives for particu-
lar activities. These special treatments involve exceptions from the
general rules in order to encourage behavior that is deemed worth-
while. A cost of these incentives is that taxpayers must familiarize
themselves with the relevant rules and, especially in the case of in-
dividual taxpayers, may need to keep records that they would not
otherwise. To the extent that a consumption tax could be instituted
on a comprehensive base, this kind of complexity could be reduced.
If there are numerous exceptions provided, whether for efficiency
'oll- equity reasons, the consumption tax would be made more com-
plex. , o e e
.. For individual consumption taxes, nonbusiness taxpayers would
still be required to file returns. Under the tax prepayment ap-
proach, the determination of the base may be simpler, since capital
income is ignored. One would have to make distinctions between
wage and nonwa%a income so that only the former is included in
the base. Under the cash-flow approach, taxpayers would not have
to determine the income from capital assets, merely the proceeds
from their sales. But borrowing and lending transactions would
have to be ref{)orted to a greater extent than under current law. In
a pure cash-flow approach, only the total amounts would need to
- be reported: borrowings to increase the tax base and repayments
to reduce it. If special provisions are provided to exempt some bor-
133 Joel Sletarod and Marsha Blumenthal, “The Income Tax Compliance Cost of Big Business,”
University of Michigan, Office of Tax Policy Research Working Paper 93-11., ; B
" 14Joel B. Slemrod, “The Simplification Potential of Alternatives to the Income Tax,” Tax
Notes, February 27, 1995, pp. 133188,

1981].5. General Accounting Office, Value-Added Taxes: Administrative _CostQ Vary with Com-
plexity and Number of Businesses, GAO/GGD-93-78, May 1993, . ’
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rowing, as under the Nunn-Domenici plan, the system increases in

complexity. ' '
Replacement of the current income tax with a retail sales tax or

a VAT would remove the filing requirement from nonbusiness tax-

payers. Depending upon the level of exemption for small business,

these VATs would require all businesses to file separate returns.
For corporations and partnerships, this requirement would be little
change from the present, but for sole proprietors, there would no
longer be a form {Schedule C) that attached to the individual re-
turn. Rather, they would file a new, different form that may resem-
ble the current Schedule C.136 _

It is often argued that one advantage of the credit-invoice meth-
od is that compliance and enforcement is enhanced because in-
voices are available for audit purposes. However, this enforcement
mechanism is useful only if there is a credible threat of audits.
More importantly, the eredit-invoice method possesses a degree of
gelf-enforcement hecause the tendency of sellers to underreport sale
to reduce tax liability will be checked by the incentive of pur-
chasers to have such sales reported at their full price in order to
receive full VAT credits. However, at the retail level, there is no
similar check on the seller’s incentive to underreport sales because
final consumers do not receive VAT credits.

Proponents of the subtraction method claim that because the
method may rely upon records the taxpayer maintains for other
purposes, the subtraction method could be implemented soon after
enactment without creating new administrative and reccrdkeepin
burdens for the government or taxpayers. This argument may leag
one to believe that “value added” under the subtraction method
may be determined by making relatively simple adjustments to ex-
isting income tax returns or financial statements. In reality, this
is only the case where the taxable base is designed to maich exist-
in% taxpayer records. Because existing records usually aggregate
different types of inputs and outputs, the use of these records will
not always result in an accurate measure of value added. For ex-
ample, the formula for “value added” is often thought of as “sales”
less “cost of goods sold.” Both “sales” and “cost of goods sold” may
be found on income tax returns and on financial statements. How-
ever, for both book and income tax purposes, sales includes both
domestic taxable sales and nontaxable export sales, Similarly, the
“cost of goods sold” account may represent purchases of raw mate-
rials that are deductible for VAT pur;l)oses as well as internal costs
such as wages that are not deductible for VAT purposes. Thus, a
more accurate measure of value added would require the examina-
tion of more basic accounting information such as sales and pur-
chase registers and invoices. In this respect, the subtraction meth-
od would resemble the credit-invoice method.

As a practical matter, the audit of the VAT compliance of a large
business likely would be substantially similar under either the
credit-invoice or subtraction method. Under the credit-invoice
method, the government agency administering the VAT likely
would not individually examine the thousands of sales and pur-

136 For the flat-tax proposals, there would also be a separate form for all sole pmpriefoi-ships,
tnerships, and corporations, -

(ay
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chase invoices of a large business to determine if the proper VAT
amount was remitted to the government. Rather, the agency would
likely compare the business's VAT remittances to its overall sales
and purchases for purposes of reasonableness and would spot-check
various invoices to determine if the proper records and internal
controls were being maintained. -

Under the current income tax, a nontrivial of activity that is le-
gally subject to tax may escape taxation. A forecast made by the
IRS in 1990 projected that in tax year 1992, the amount of income
taxes not paid by individuals and corporations. may have been as
great as $127 billion.137 This does not include the amount of in-
come tax that would be recovered through enforcement actions (ex-
amination, collection, and criminal investigation).

Part of the difference between the amount of tax collected and
the estimated amount due to the Government arises from the exist-
ence of a subset of the economy that largely carries on transactions
in cash and avoids detection. A 1980 estimate of the size of this
- “underground economy” in the United States placed it at between"

4.5 percent and 6 percent of gross national product.38 It is some-
times claimed that a retail sales tax or a VAT would aid in collect-
ing taxes from the activities of the underground economy, since
even individuals who engage in criminal enterprises purchase
goods and services from the legitimate sector of the economy.: For
goods that are purchased by individuals using cash from illicit ac-
tivities, a retail sales tax or VAT could collect tax on the portion
of value added prior to retail (where the transaction may still be
done off the books). The opportunity to pick up extra revenue from
these sources depends upon how much revenue is currently being
collected under the present-law tax of the workers and sharehold-
ers of the firm producing the good that is sold to the person using
cash from illicit activities. Another component to the underground
economy is the noncriminal provision of services by individuals who
take cash payments and do not report the receipts. Those services
may still escape a retail sales tax or VAT, since the service pro-
vider could continue to take cash and not report the receipt. No tax
would then be collected on the value added by the service provider,
. which is similar to the situation under current law, where no tax
is collected on the income of the service provider.
C. Transition Issues _
The introduction of a consumption tax may affect the prices of
existing assets, the overall level of prices, and the level of interest
rates. Those changes could lead to windfall losses and benefits for
certain taxpayers. In light of these windfalls, a shift to a consump-
tion-tax base may cause one to design specific transition rules to
reduce the windfall effects. ” o ' D
' o : ;o

137 Research Division, Internal Reveriue Service, ‘Department “of the Treasury. “Income Tax’
(Iigg:)pliance Research: Net Tax Gap and Remittance Gap Estimates” Publféétiop 1415, April

138 Vito Tanzi, “The Underground Economy in the United States: Estimates and Implications,”
EBanca Nazionale del Lavore Quarterly Review, No. 135, December 1980, ' ’
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1. Economic issues _
Changes in asset prices

"To understand the possible effects of a transition from the cur-
rent income tax to a consumption tax, it is instructive to consider
separately the introduction of the consumption tax and the elimi-
nation of the current tax. ‘ :

Part IV.A. demonstrated that a consumption tax is equivalent to-
a tax on wages plus a tax on capital existing at the time of the
tax’s introduction. This one-time capital-tax may change the price
. of existing assets. In the absence of specific transition rules, the in-
troduction of a consumption tax will result in increased tax liability
on the returns to existing assets. Consider as an example a piece
of machinery owned by a business at the time a consumption tax
is tmposed. Once the consumption tax is in place, the proceeds of
sales of the output of the machine will be included in the tax base.

The business can deduct the cost of raw materials and labor pur-
chased after the date the consumption tax is introduced, but it can-
not take a deduction for the use of the machine, since the machine
was purchased prior to the introduction of the consumption tax.
The consumption tax causes the after-tax return of the machine,
and hence the value of the machine, to fall. The business cannot
avoid this loss in wealth by disposing of the machine. A prospective
buyer of the machine would be willing to pay a price for the ma-
chine equal to its market value prior to the consumption tax (be-
cause the prospective buyer will be able to take a full deduction for
the cost of the machine). But the sales price of the machine will
be included in the tax base of the business that sells the machine,
giving rise to a tax liability. The net proceeds the business can get
from selling the machine are no more than the after-tax return it
would receive from keeping the machine and selling the output it
produces. In either case, the business suffers a loss in value on the
machine it owns at the time the consumption tax is introduced.
The higher the rate of the consumption tax, the larger the decline
in the value of existing capital.

If the consumption tax replaces the existing income tax, the de-
cline in the value of existing ¢apital may be tempered. The elimi-
nation of the income tax would have no effect on the value of exist-
.ing capital if the basis of the existing assets were equal to their
market value. Again consider a machine in place at the time the
income tax is eliminated. If the unamortized basis of the machine
equals its market value, then the reduction in the tax liability on
output produced by the machine just matches the loss in the value
of depreciation deductions over the remaining life of the machine.

If the business had been able to take advantage of accelerated de-
preciation (relative to economic depreciation) on the machine before
the incomé tax was repealed, then the basis of the machine would
have been less than its market value. In such a case, the elimi-
nation of the income tax would increase the value of the existing
capital, since the reduction in the tax liability on output weuld ex-
ceed the loss in the value of depreciation deductions. The net effect
of the replacement of the current income tax by a consumption tax
is that the decline in the value of existing business assets will de-
pend upon the basis of the assets. For businesses holding assets of
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equal market value at the time of the replacement of the current
income tax by a consumption tax, the decline in value will be great-
er for those holding assets with larger basis.139 o
The substitution of a consumption tax for the present income tax
may have effects on asset prices in addition to those caused by the
treatment of unamortized basis of business assets. The income tax
contains numerous provisions that provide preferential treatment
to certain business assets. The result of these provisions is to cause
the spread between before-tax and after-tax returns to vary across
assets, with smaller spreads for assets with tax-preferred treat-
ment. Since a consumption-tax regime will tend to equalize the tax
treatment across different assets, the relative prices of these assets
would change. Specialized or immobile assets in sectors losing their
relatively favorable tax treatment would be expected to experience
price declines.’4 In particular, owner-occupied housing could expe-
rience price declines since the consumption of owner-occupied hous-
ing services will lose its current tax-favored treatment under many
consumption tax plans.141 - '

Changes in price level

While the imposition of a4 consumption tax could lead to a fall'in

the value of existing assets, the distribution of that loss across eq-
ilityland debt holders will depend upon what happens to the price
evel. . .
Because ' a broad-based VAT is commonly believed to increase
prices by the amount of tax, it is generally expected that under cer-
tain conditions a VAT may increase the price level. The degree by
which it would raise the price level depends on the rate of tax and
the comprehensiveness of the base. In general, any increase will be
less than the rate of tax. For example, if a 10-percent VAT is levied
in an economy where consumption is 70 percent of output (because,
typically, investment goods are excluded from a consumption-based
VAT, and government as well as certain other consumption goods
are zero-rated), the most the price level may be expected to in-
crease would be 7 percent. The increase will ultimately be deter-
mined by macroeconomic policy, especially monetary policy. If the
Federal Reserve does not accommodate the upward pressire on
prices from the tax by increasing the supply of money, the overall
price level would not be expected to increase (although the price of
taxed goods relative to zero-rated goods would still increase). Fi-
nally, it is also important to note that since the VAT only raises
the price level when it is imposed, any increase in the price level
would most likely be a one-time event,142 : :

199 Laurence J. Kotlikoff, “The Economic Arguihent for a Flat Tax,” Thimeo, testimony to the
Senate Finance Committee, May 18, 1995, )
"10Shounak Sarkar and George R. Zodrew, “Transitional Issues in Moving to a Direct Con-
sumftion' Tax,” National Tax Journal, 46(3), September 1993, pp. 359-76. I
141 Housing services may be taxed, in advance, at the time of the purchase of a house under
a credit-invoice or subtraction-method VAT. Under an individual consumption tax of the tax pre-
payment type, such as the flat tax, houses are purchased with after-tax dollars and owner-occu-
pied housing services (the returns of that housing purchase) are untaxed, the same treatment
accorded financial assets such as stocks, bonds, and savings accounts. o .
Note that S. 488 and the Nunn-Domenici proposal would retain some Ereferenoe for housing.
42For a survey of the effects of introducing a VAT or increasing VAT rates on price leve
and inflation, see Alan A Tait, Value Added Tax, International Practice and Problems, (Wash-
ington, D.C.: International Monetary Fund), 1988.
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Since nominal price levels are determined in part by the inde-
pendent actions of the Federal Reserve, they cannot generally be
predicted in advance. For example, while it is usually assumed that
a consumption tax increases the prices of taxed goods, it also is
conventional to expect that a wage tax reduces nominal after-tax
wages, and a tax on existing capital reduces its value. These as-
sumptions are valid only if the Federal Reserve reacts differently
to economically equivalent tax changes.

‘When prices rise, the value of all income falls, unless the income
is specifically indexed to changes in the price level. For example,
an individual living entirely on an indexed Social Security pension
will not be affected by a uniform price increase.142® Similarly, an in-
dividual receiving Medicare services will be partially protected
against the price rise, because the in-kind transfer of health care
is effectively indexed.44 In contrast, recipients of unindexed pri-
vate pensions will experience a decline in purchasing power when
prices rise.

If, on the other hand, nomlnal wages and the returns to old as-
sets fall, only certain types of income are affected. Recipients of
fixed nominal transfers are not hurt by the tax. Such transfer pay-
ments include both indexed payments mentioned above, as well as
non-indexed government transfers such as Aid to Families with De-
pendent Children (AFDC). In addition, any private contracts with
fixed nominal payments are unaffected by the tax. In particular,
holders of existing bonds receive the same nominal interest pay-
ments as before, since the introduction of the tax does not change
any contractual agreements between issuers and holders. If prices
rise, the value of all capital income, both financial and physical, is
reduced but if factor returns fall, only income from _existing phys-
ical assets is reduced in value.

The reason bondholders are unaffected by the consumption tax
while owners of physical assets are burdened is that the returns to
bond investment can be consumed directly. That is, the output of
a bond is cash, the consumption value of which does not change if
prices do not increase. On the other hand, owners of physical cap-
ital are hurt by the tax when factor returns fall. The value of out-
put from such capital is reduced, because the owners are liable for
the consumption tax when the produced goods are sold.

If the price level does rise with the imposition of a consumption
tax, and if the price increase is not anticipated (for example,
through an increase in nominal interest rates so that the real value
of the money repaid to the lender is unchanged), then borrowers
will benefit at the expense of lenders because they will be able to
repay their obligations with cheaper dollars. The losses imposed by
the consumption tax’s one-time levy on existing wealth will be
shared by equity and debt holders. By contrast, if the price level
does not increase; then equity holders suffer the entire decline in
existing asset values and debt holders are held harmless.

14;This assumes that the fraction of the pension that is taxed, and the applicable tax rate,
are fixed.

144Food stamps are another example of an indexed transfer since the nominal value of food
stamps available to individuals is indexed to the price of a designated basket of food

iy

"
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Changes in intel"est rates e s I Tt
The replacement of the present income tax with s umption’
tax could be expected to'affect the level of interest rates. The ulti-
- mate effect would depend upon the nature of the demand for and
supply of savings. At one extreme, suppose that the supply of cap~
ital is extremely responsive to the after-tax rate of return (for ex-
ample, if capital is mobile across international borders and the ag-
gregate supply of foreign capital is large relative to the supply of
capital in the United States). Then the elimination of the income’
tax would have no effect on the after-tax rate of refirn réceived by
savers, since the world interest rate would continue to prevail. At
the other extreme, suppose that businesses have an inexhaustible
menu of investment opportunities available to them that can yield
‘a given before-tax rate of return. In this case, the elimination of
the income tax would lead to an increase in the after-tax rate of
return by the amount of the tax. For intermediate cases; the intér-
" est rate will change in some measure between the extremes. "~ "
Any increase in interest rates will increase the return on“existing
assets and thus will help to offset the reduction in wealth caused
by the imposition of the consumption tax. The extent of this offset
in any individual’s case is sensitive to the pattern of consumption.
If the individual is elderly, for example, and expects to consumie his
existing assets shortly after the consumption tax is introduced, any
increase in return on those assets will do little to offset the one-
time decrease in the value of the assets. On the other hand, if the
individual has a much longer consumption horizon, an increase in
return on existing assets may go a long way toward offsetting the
one-time decrease in value.145 : e
- In the lenger run, any increase in investment that is spurred by
the switch to a consumption tax will lead to a larger capital stock.
With a larger capital stock, the productivity of labor (the extra out-
put for an extra unit of labor services) will increase, but the pro-
ductivity of capital will be smaller, reducing somewhat equilibrium
interest rates. C e o L -

. Transition issues for individual consumption taxes =
The above discussion is relevant for the business-level taxation =
under a credit-invoice or subtraction-method VAT as well as for the
cash-flow business tax. The individual consumption taxes, of either
~ the tax prepayment or the cash-flow type, introduce an extra di-
mension for transition issues regarding the carryover of assets from
the pre-consumption-tax regime. Independent of the issue of wheth-
er the value of those assets changes is the question of how to treat
subsequent returns or dispositions of existing assets and liabilities,
Under the cash-flow method of an individual consumption tax, all
cash returns to assets (such as interest and dividends) and all pro-
ceeds of asset sales are included in the tax base, with a deduction
allowed for new savings. In the absence of transition rules, the
sales of existing assets would generate an increase in the tax base
by the full amount of the proceeds, even if the assets were pur-
chased with after-tax dollars. Existing basis would not be available
.l45Dia\_.'id' F. B_i'édford, “Conéqrﬁ};ﬁdﬁ ‘I"é:":'Aliemativéé:ﬂlmplenientation and Transition Is-
sues,” mimeo, Princeton University,
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to reduce tax liability, resulting in a large windfall loss. On the
other side of the balance sheet, the repayment of loan principal
would be deductible (as would repayment of interest) under a cash-
flow consumption tax. For loans entered into prior to the consump-
tion tax, such treatment would yield large windfall gains to borrow-
ers.

Under the tax prepayment approach of an individual consump-
tion tax, the transition concerns are largely reversed. All cash re-
turns to assets and all proceeds of asset sales are excluded from
the tax base, and no deduction is allowed for new savings. Assets
carried into the consumption-tax regime would escape tax entirely
on their returns, even if some portion would have been taxed under
a continuation of present law. Accrued but unrealized capital gains
would escape taxation entirely. On the other side of the balance
sheet, the repayment of interest would no longer be deductibie. For
certain loans entered into prior to the consumption tax (e.g., home
mortgages), such treatment could yield large windfall losses for
borrowers.

_ Desirability of trans;twn relzef

The net effect of the transition to a consumption tax on any indi-
vidual taxpayer would be sensitive to the composition of assets and
liabilities and the patterns of wage receipts and consumption. De-
pending upon the portfolio of assets a given individual holds, for
example, the asset price changes described above may largely can-
cel out one another.

The transition from an income tax to a consumption tax may
have a large impact on the tax burden across generations. In gen-
eral, replacement of an income tax with a consumption tax shifts
the tax burden toward the elderly, whose consumption often ex-
ceeds their current income. The one-time tax on wealth introduced
by the consumption tax may fall heavily on the elderly, who in the
aggregate hold a large share of existing assets.

Transition relief, such as grandfather rules for assets acquired
prior to the start of the consumption tax or special rules for the
amortization of remaining basis in assets, may appear desirable on

-equity grounds. Such relief, however, may reduce the efficiency
gains of switching to a consumption tax. In simulations of the effect
of replacing an income tax with a consumption tax, much of the ef-
ficiency gains arise through the consumption tax’s one-time levy on
existing capital. If unanticipated, that tax on existing capital is a
lump-sum tax, with no distortionary effect.146 If transition rules re-
duce the effect of the tax on existing wealth, then the rate of the
consumption tax must be increased to make up for the loss in reve-
nue, and the base of the tax becomes more like a wage tax. Both
of these factors will reduce the efficiency of the consumptlon tax:
the former because the economic inefficiency of a tax is propor-
tional to the square of the tax rate, and the latter because a wage
tax is a narrower base than the exlstmg 1ncome tax :

148 1f individuals anticipate the switch to consumptlon taxation, the lump-sum nature of the
wealth tax is reduced. Individuals may take steps to avoid the tax by accelerating consumption.
Busm;s:ies may reduce investment in order to wait until the purchase of capital goods may be
expen
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2. Implementation of transition rules

In general
Many commentators who have advocated consumption-based
taxes have mentioned that transition from the current system to
the proposed system may be an important consideration. However,
whether by design or otherwise, most of the consumption taxes in-
troduced to date do not provide transition rules.147 One notable ex-
ception is the USA Tax (S. 722) introduced by Senators Domenici
and Nunn, which does provide explicit transition rules.148" '

The discussion in the preceding section provides conflicting views
on the need for transition from the current income-based taxes to
consumption-based taxes. Some commentators argue that transi-
tion may not be desirable or necessary for a variety of reasons.
They reason that (1) all policy changes create “winners” and “los-
ers” and transition generally has not been provided in such
cases; 149 (2) not providing transition rewards those persons who
have diversified their investments as insurance against legislative
change and stuch behavior should be rewarded or encouraged; 150 (3}
transition rules that benefit “old” wealth would negate efficiency
gains brought about by the new consumption-based tax;15! (4) the
current tax system is a hybrid system containing elements of both
consumption and income bases and, as such, transition is not para-
mount; 152 and (5) transition rules are likely to create complex-
ity 153 as well as reduce revenue.!54 Despite arguments that transi-
tion from the current tax system to the new consumption tax is not
necessary, many commentators realize that, as a practical matter,
transition is likely.t55 ' ' ' o

Although the particulars of any transition rules depend upon the
type of tax system that is being adopted, discussions of transition
rules generally involve the treatment of savings accumulated prior
to the enactment of the new system. The income leading to such
accumulations would have been taxed under the income tax system

147 3ee, ez, “Technical Overview to the Comprehensive Tax Restructuring and Simplification
Act of 1894 (8. 2160)", released by Senators Boren and Danforth, on May 26, 1994, which states:
“Finally, it is important to note that the legislation assumes that the gAT [Business Activities
Tax] is fully phased in. The drafters have not attempted to address the difficult transition ques-
tions that extensive reform necessarily entails. . . . [Wle have to know where we are going, be-
fore we know the hest way to get there.” o

148 See Part IILC. of this pamphlet for a discussion of the transition rules of S, 722,

18 Michael J. Graetz, "Img ementing a Progressive Consumption Tax,” Harvard Law Revieiv
92, No. 8 (June, 1979) p. 1575 et seq.’ : R E el bub el

150 Louis Kaplow, “Government Relief for Risk Associated with Government Action,” Scan-
dinavian Journal of Economics 94, No. 4, (1992). . L )

151 5ee, Alan J. Auerbach and Laurence J. Kotlikoff, Dynamic Fisecal Policy (Cambridge Uni-
versity Préss: New York) 1987, T : L e

152 Specifically, a great deal of “0ld” wealth hag been tax-favored under the present-law rules
relating to qualified retirement plans, accelerated depreciation on business property, and per-
sonal deductions rel'atingltn home ownership. See, e.g., Rudolph G. Penner, “Qutline of Discus-
sion of Individual SEIT,” a paper prepared for a symposium on the Nunn/Domenici proposal,
spgnsi)red by the Columbia Institute on October 5, 1993, with respect to transition. rules for indi-
viduals. _ 5 8 T 2 i i

183 Shounak Sarkar and George R. Zodrow, “Transitional Issues In Moving to a Direct Con-
sumption Tax,” National Tex Journal, Vol. 46 No. 3,p. 359, . . .~ .

134 John F. Due, “Some Unresolved lssues in Design and Implementation of Value Added
Taxes,” National Tax Journal, Vol. 43, No. 4, p. 393.

155 8ee, “The Flat Tax,” Fortune, June 12, 1995, p. 44: “Perhaps the knottiest [problem) will
be how to treat the substantial unused depreciation allowances businesses have on their books—

allowances that the flat tax would not permit. The value of such unused depréciation claims
today totals some $520 billion. . . . What to do? Were Washington to disallow the deductions,

every CEO-laden corporate jet in America would commence strafing Capitel HEILY "
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when it was earned. Consequently, some believe that it would be
unfair to tax the spending from such wealth under the new con-
sumption-based system. As discussed in the prior section of the
pamphlet, this issue is of particular importance to the elderly, who
are no longer earning wage income, hold a disproportionate share
of “old” capital, and are dissaving from such capital to meet their
consumption needs. Similarly, some believe that the adjusted bases
of capital assets held by a business on the date of enactment of a
new system would require special treatment. Absent special transi-
tion rules, a new consumption-based system generally would not
permit any deductions for the unrecovered basis of such assets. Fol-
lowing is a discussion of various forms of transition relief with re-
spect to these two issues.

No transition

As described above, some commentators advocate no transition
rules for the switch from the current tax system to a consumption
tax. In addition, it is generally believed that a substantial amount
of time from the date of enactment to the effective date of the con-
sumption tax would be needed in order to properly implement the
new system.156 With a delayed effective date, transition rules be-
come less of a concern as taxpayers would have opportunities to ar-
range their investments to correspond to the new tax system. In-
deed, some suggest that financial markets already are beginning to
make such adjustments.157 However, even a delayed effective date
would not adequately address the concerns of elderly individuals
who, because of the stage of their lifecycle, are naturally dissaving.
One possible approach to this situation would be to provide relief
outside the tax system, such as increasing transfer payments (i.e.,
social security) to the affected class of individuals.

In addition, reliance upon the current tax system for a period of
time allows any transition relief to be provided within such system
{(e.g., depreciation for the adjusted income tax basis of property in
existence upon the date of enactment could be accelerated to fit
this window and investments with accrued but unrecognized cap-
ital gains could be marked-to-market and subject to tax in order to
prevent any windfall gains from occurring.) However, providing a
relatively long lead-in period may have adverse consequences as
taxpayers may be reluctant to make current investments that may
gave significantly better tax treatment if made after the effective

ate. . :

It should be noted that transition relief probably would not be
needed if a consumption tax is adopted in addition to, rather than
in replacement of, the current tax system. For example, in Europe,
VATs generally were adopted as a replacement for cascading turn-
over taxes. In some cases, the countries provided rebates for turn-
over taxes previously paid with respect to goods subject to the new
VAT.158 Such transition was relatively easy to administer, given
the similarity of turnover taxes and VATs.

156 See, General Accounting Office, Value-Added Tax: Administrative Costs Vary with Com-
plexity and Number of Businesses, GAO/GGD-93-78 (May 1993), p. 85, estimating that 18 to
24 months would be needed to implement a VAT,

157 See, “What the Flat Tax Means to Investors,” Fortune, June 12, 1995, p. 51.

158 See, Tait, Velue-Added Tax: Practice and Problems, pp. 178-186.
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Even if it is decided not to provide transition relief for old saving
upon the implementation of a consumption-based tax, certain tran-
sition rules would be required for certain items such as the treat-
ment of long-term contracts and other works-in-process that span
the effective date and used goods in the hands of consumers on the
effective date that are sold in commercial settings after the effec-

tive date, 159

Phased-in transition

Others have suggested that the current tax system could be
phased-out as the new system is being phased-in.16¢ Such ap-
proaches could be structured in a number of ways. Taxpayers could
be subject to both systems for a period of years, with the income
tax rate declining as the consumption tax rate increases. At the
end of a specified period, the income tax would no longer exist. Al-
ternatively, taxpayers could be required to pay the higher of their
liability as computed under the new or the old systems during the
transition period (similar to the operation of the regular income tax
and the alternative minimum tax under present law). o

Providing a phased-in transition lessens the impact from shifting
between two different systems and provides the Government with
a more stable revenue pattern during the transition period. On the
other hand, phased-in transition creates complexity and uncer-
tainty (i.e., taxpayers will wonder if future legislators will modify
the transition); is a second-best solution in some respects because
it retains vestiges of the income tax system and thus, may discour-
age certain investment; and does not adequately address the goals
of those who want immediate, fundamental tax reform.161

Use of income tax attributes under the consumption tax
Another form of transition ‘Would allow all or a portion of the in-
come tax attributes in existence on the effective date of consump-
tion tax (e.g., loss and credit carryovers and adjusted basis in as-
sets) to be used under the new tax system. The attributes coéuld be
amortized over a specified period or taken into account with respect
to an identifiable event (e.g., the sale of a pre-effective date
asset). 182 Professors Hall and Rabushka, in the revised version of
their flat tax,162 suggest allowing a business to continue to depre-
ciate the adjusted basis of pre-effective date property for purposes
of computing the business’ flat tax liability and increasing the flat
tax rate, on temporary basis, to accommodate these additional de-
ductions on a revenue neutral basis. They also suggest allowing a
home owner to elect to deduct 90 percent of his or her mortgage
interest payments as long as the lender agrees to include 100 per-

158 For a discussion of these issues, see Schenk, Value Added Tax A Model Statute and Com-
mentary, A Report of the Committee on Value Added Tax of the American Bar Association, ch,
9. In addition, for a discussion of issues relating to the treatment of durable goods {such as
hOUSiIl:ll } in existence on the date of enactment of a consumption tax, see Part IV.E.1 of this
pamphist. C ! enac LIV

150 See, Department of the Treasury, Blueprints for Basic Tax Reform, 1977. )

t61 Shounaﬁ Sarkar and George R. Zodrow, “Transitional Issues In Mwin;f; to a Direct Con-
sumption Tax,” National Tax Journal, Vol, 46 No. 3, p. 367 for a summary of these arguments.

'162The transition rules provided in 8. 722, as described in Part IILC. of this pamphlet, con-
tain elements of both these approaches. . e

183 See, “The Flat Tax in 1995,” excerpt from testimony prepared for the Senate Finance Com-
mittee on May, 18, 1995, at pp.15-21, :
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cent of such interest in income (apparently, under the Hall-
Rabushka flat tax, lenders are not required to include interest re-
ceived in income).164 Providing transition would likely involve in-
creased recordkeeping, may not be compatible with certain forms
of consumption taxes (e.g., it is unclear how such relief could be
structured under a retail sales tax), would result in revenue short-
falls, and would not address the windfall gains realized by the
“winners” under tax restructuring.

D. Specific Issues in Creating a Consumption Tax Base
1. Housing, land and other durable goods

Measuring consumption and determining taxable
events

For reasons of administration, measurement and taxpayer liquid-
ity, most tax systems (whether income, consumption, excise, or
other type of tax) impose tax and measure the tax base with re-
spect to identifiable events. Sales or excise taxes generally are im-
posed when consideration is exchanged for the taxable good or serv-
ice. Income taxes generally attempt to measure income within a
specific taxable period; taxable events under an income tax often
are determined with respect to exchanges of goods or services for
consideration,165

Ideally, 2 consumption tax should be imposed as consumption oc-
curs. However, not all consumption occurs at or near a readily
identifiable event. For example, a person may acquire in one tax
period a good or service that is consumed over a number of future
periods; in such cases, the amount of consumption in each of the
future periods is not easily observed. Housing, land, consumer du-
rables, and collectibleg are specific examples of such durable goods.
However, the fact that the actual consumption of durable goods
may not occur at a time that is generally recognized as a taxable
- event does not mean that a consumption tax cannot be applied to
such goods. Rather, it means that a different approach to taxation
may be necessary.

. Economic theory of durables goods

Individuals buy tangible, durable goods because they offer a
stream of services over a period of time. The owner of a durable
good may rent it to others and collect rental payments equal to the
value of the services generated by the durable. Alternatively, the
owner can hold the durable for his or her own use. In that case,
the benefit the owner derives from the durable is the ability to
enjoy its services without paying rent to another individual. In ei-
ther case, the durable is valuable because of the future services
that it yields.

According to economic theory, the current market value of any
good should equal the expected present value of the entire stream

64 Such treatment is not widely held. For a discussion of the issues involved in the treatment
of financial intermediation services under a flat tax or other consumption tax, see Parts IV.A.
and E.3. of this pamphlet.

165 For a further discussion of taxable events under the income tax, see, Daniel N. Shaviro,
“An Efficiency Analysis of Realization and Recognition Under the Federal Income Tax,” 48 Tax
Law Review 1 (1992). e
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of consumption services provided by the good throughout its useful
life. Consequently, the current price of a house or automobile
should reflect increases or decreases in the future value of the
house or automobile that are anticipated by the market. Thosé an-
ticipated changes in value reflect anticipated changes in the value
of housing or transportation services that the durable good will
provide in the future. o o

Example 1.--Assume that the rate of return on houses is 5 per-
cent per year. Thus, a house that yields $7,500 per year of housing
services forever will always sell for $150,000 ($7,500 divided by 5
percent). A person who buys such a house and holds it forever will
receive $7,500 per year of services, which have a present value of
$150,000. The correct price for a purchaser who plans to resell at
a future date is also $150,000. For example, if the purchaser holds .
the house for 10 years and then sells, he or she will receive $59,020
of housing services in present value during those 10 years (the
present value of 10 annual payments of $7,500, discounted at 5
percent, is $59,020). The purchaser will receive $150,000 when the
house is sold in 10 years, and the present value of this receipt is
$90,980. The present value of the housing services and the sale
proceeds is $150,000 (the present value of expected consumption
services for 10 years ($59,020) plus the present value of the ex-
pected value of the house in 10 years ($90,800)). :

Methods of taxing durables =~~~ T o )

The annual streams of consumption services provided by a dura-
ble good are measured by the rental values provided by the good.
Thus, a durable good that is owned by one taxpayer and rented to
a consumer may be properly subject to a consumption tax by taxing
the rental payments. o

There are three basic methods for taxing owner-used durables:

the imputed rental approach; the ex ante approach and the ex post
approach. S

The imputed rental _approach

Under the imputed rental approach, a durable good that is
owned and used by a consurer could be properly subject to a con-
sumption tax by levying a tax on the owner-consumer that is based
on the amount of rent the owner would charge had he or she leased
the good at its fair rental value to himself or herself. As can be
seen by analogy to the case in which the durable is rented to an-
other party, this approach properly taxes the annual consumption
services derived from a good that is owned by a consumer, -

Example 2.—Assume Ms. A has $150,000 and wishes to acquire -
housing services. Also, assume that the rate of return on houses is
5 percent per year. Thus, a house that yields $7,500 per year of
housing services forever will sell for $150,000. One option is for Ms,_
A to buy such a"home for $150,000, lease it at $7,500 per year to
another consumer and use the rental proceeds to lease an identical
home for her own use at $7,500 per year. In such case, it is clear
that Ms. A is receiving $7,500 of consumption services per year
(measured by the rent she pays). Alternatively, if Ms. A simply
bought the first house for $150,000 and used it herself, she stiil
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would receive $7,500 per year in housing services. This amount is
the annual imputed rental value of the owner-occupied home.

Most commentators have noted that the imputed rental approach
is the theoretically correct way to tax owner-consumed durable
goods but also have pointed out the administrative and political dif-
ficulties of this approach.16¢ As further described below, the im-
puted rental approach (1) makes all owners of durables annual tax-
payers; (2) requires annual determinations of imputed rental value;
and (3) may present liquidity problems for taxpayers.167

The ex ante approach

The ex ante approach imposes a consumption tax on the initial
sale of the durable good and never on subsequent resales. An ex
ante approach taxes the present value of the anticipated future
value of all consumption services generated by the durable good.
This approach is equivalent to the imputed rental approach, in
present value terms 1f the market for durable goods is efficient and
if no unexpected changes in the durable good’s value occur after it
is purchased. Under the ex anie approach, resales of durables are
not taxable events.

Example 3.—Consider Examples 1 and 2 above. The $150,000
purchase price of the home represents the present value of the
streams of $7,500 annual rents (imputed or actual) that the home
is expected to generate forever. Thus, taxing the $150,000 price
upon purchase taxes the entire consumption value of the home and

is equivalent, on a present value basis, to taxing the annual rents -

when paid. If the tax rate is 10 percent, the homeowner would pay
$15,000 on the purchase date under the ex ante approach. On the
other hand, under the imputed rental approach, the homeowner
would pay tax of $750 per year forever. The present value of the
$750 annual payments is $15,000 ($750/.05). Although the ex ante
and imputed rental methods collect the tax liabilities at different
times, their present values are equivalent.

The preceding discussion assumes that durables always yield the
rental streams that the purchasers expected at the date of pur-
chase. However, unanticipated changes in rental values of, and
rate of returns for, a durable good commonly cccur. For example,
some items may unexpectedly become more fashionable and their
rents may rise in value; the rental value of other goods may lose
value because of the unanticipated development of competing
goods. When these changes occur, the price of the durable good will
rise or fall, accordingly.

Under the ex ante approach, no additional tax is collected if the
value increases and no previously collected tax is rebated if the
value declines. When either event occurs, the ex ante approach is
no longer equivalent to the imputed rental approach. An unantici-
pated development that lowers the good’s rental value would lower

the owner’s tax liability under the imputed rental approach, but

would have no tax consequences under the ex anfe approach. Simi-
larly, an unexpected improvement in the good’s rental stream

166 Spe, for example, Charles E. McLure, Jr., The Value Added Tax: Key to Deficit Reduction?,
American Enterprise Institute Studies for Public Policy, 1987, p. 129,

167 It is true tlgat most State and local jurisdictions impose annual real estate taxes on owner-
occupied housing despite these difficulties. -

(L3
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would increase the owner’s tax liability under the imputed rental
approach, but would have no tax consequences under the ex ante
approach. . . Lo T B
Another approach, called the ex post approach, partially accounts
for the occurrence of unexpected events and, in certain cir-
cumstances, more closely approximates the imputed rental ap-
proach. : -

The ex post approach ' .

The ex post approach imposes a consumption tax on the initial
sale and all subsequent sales, with a credit for prior tax paid. The
ex post approach indirectly taxes unanticipated changes in the fu-
ture rentals produced by the durable good by taxing the resulting
increases in the good’s price to the extent that such increases are
realized. -

Example 4.—Consider the house in Examples 1, 2, and 3, which
initially sells for $150,000 because it is expected to yield $7,500 per
year in housing services forever. Assume, however, that an unex-
pected development immediately after purchase reduces the ex- -
pected stream of housihg services to $2,500 per year forever. If
housing markets are efficient, the value of the house falls to
$50,000 ($2,500/.05). Under the imputed rental approach, the tax
liability would be $250 per year after the occurrence of the unex-
pected condition. The present value of a stream of $250 annual tax
payments is $5,000 ($250/.05). Under the ex ante approach, how-
ever, a tax of $15,000 (10 percent of the $150,000 purchase price)
would be collected on the purchase date and no subsequent adjust-
ment would ever be made. Under the ex post approach, tax of
$15,000 would also be collected on the purchase date. However, if
and when the house is resold for $50,000, a tax of $5,000 initially
would be imposed, but would be offset by the $15,000 credit for tax
previously paid, resulting in a net refund of $10,000 (10 percent of
the $100,000 decrease in value). If the house had been resold im-
mediately upon the occurrence of the unexpected 'ébn&iti'dnﬁe
present value of the tax liability under the ex post approach
matches that imposed under the imputed rental approach. If the
resale does not occur for some time, the tax refund’is delayed and
its present value is reduced. In that case, the ex post approach does
not offer full relief for the decline in rental values. However, the
ex ante approach offers no relief at all; it effectively taxes housing
services that, although anticipated at the time of purchase, were
never received. e e e e e

While the above example concerns a durable good’s decrease in
value, the analysis also can be applied to an increase in value, re-
sulting from an increased stream of services. The increased rents
would be taxed under the imputed rental approach, but would es-
cape taxation under the ex gnte approach. The ex post approach,
hol‘gever, would collect additional tax if and when the durable is re-
sold. C T I T T

The ex post approach departs from the imputed rental approach
if the stream of services is expected to change over time. If in<
creases in value are anticipated (the investment component of the
durable), the ex post approach results in overtaxation becauseé it
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taxes investment income as well as consumption. In cases where
decreases in value are anticipated, it results in undertaxation.

Example 5.—Assume that the housing services produced by a
house are initially $3,000 per year and are expected to rise at a
steady rate of 2 percent per year. If the rate of return on houses
is 5 percent per year and if housing markets are efficient, this
house will sell for $100,000, because that is the present value of
this ever-increasing stream of housing services. Assume that no un-
expected events ever occur and the housing services are received as
expected. Thus, the price of the house will rise by 2 percent per
year, from its initial value of $100,000. Under the imputed rental
approach, the tax liability with a 10-percent tax will initially be
$300 per year and will rise by 2 percent per year, yielding a
present value of $10,000. The ex ante method would collect $10,000
tax at the date of first sale and never make any subsequent adjust-
ment, thereby matching the imputed rental approach in present
value terms. However, the ex post method would collect $10,000 tax
on the date of first sale and then collect additional tax on each sub-
sequent resale as capital gains are realized. The additional taxes
result in the ex post method imposing a heavier tax burden than
the imputed rental approach. '

The reason that the ex post method fails in this instance is that
the initial price paid for a durable represents the anticipated future
value of services, including any anticipated increases over time in
those services. The $2,000 capital gain in the first year does not
represent an additional benefit that should be taxed; it offsets the
fact that the house yielded only $3,000 of services in that year,

In the above example, the durable rose in value. The limitations
of the ex post approach also can be seen in the case of a durable
that is expected to depreciate.

Example 6.—Consider a car that is expected to provide $5,000
worth of transportation services each year for five years and none
thereafter. If the rate of return on cars is five percent per year and
if the car market is efficient, the car will initially sell for-$21,647.
Assume that no unexpected events occur. The car’s value will
steadily decline throughout its useful life, falling to $17,730 after
one year, to $4,762 after four years and to zero (excluding any sal-
vage value) after five years. The impuied rental approach would
impose tax of $500 per year for five years. A stream of $500 a year -
for five years has a present value of $2,165. Similarly, the ex ante
approach would impose an initial tax of $2,165 ($21,647 times 10
percent} with no subsequent adjustments. The ex post approach
also would impose an initial tax of $2,165, but would refund part
of the tax if and when the capital losses on the car are realized.
For example, if the car were sold for almost nothing shortly before
the end of the five-year period, virtually all of the tax would be re-
funded. In this case, the ex post approach therefore imposes a light-
er burden than the imputed rental approach.

Application of the ex post approach in this case would be inappro-
priate. No tax relief is warranted for the losses in this case, be-
cause the losses are anticipated and reflect the fact that the dura-
ble’s rental stream is expected to decline. During the first year, for
example, the car owner suffers a capital loss of $3,917 ($21,647 less
$17,730). However, .the owner also is receiving $5,000 of annual
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transportation services on an investment of $21,647. The owner’s
net return (services of $5,000 minus capital loss of $3,917) is
$1,083, which represents the normal five-percent annual return on
the owner’s investment. : '
When owners of durables experience anticipated capital losses, it
also is true that they are receiving large consumption services rel-
ative to the durable’s current price. Some commentators therefore
refer to anticipated losses on durables as being due to “consump-
tion.” This terminology is somewhat misleading; the durable loses
value not because it yields consumption but because it yields exces-
sive consumption, i.e., consumption greater than the durable’s cur-
rent value multiplied by the rate of return.168 The fact that current
- consumption is high relative to current price can be restated by
saying that the durable is priced cheaply relative to its current con-
sumption, which reflects the fact that the consumption stream is ~
expected to decline. _ _ _ _ e
Another area of concern involves increases in value that resulf
from the owner’s own labor in improving or maintaining the dura-
ble. For example, some individuals buy used cars and refurbish
them for subsequent resale. The refurbishment increases the con-
sumption stream provided by the durable. To the extent that the
increased value results from the owner’s purchase of materials, it
is taxed because these materials are subject to tax. This issue is
also important with respect to owner-occupied housing. Under the
imputed rental approach, increases in value due to refurbishment
will be subject to tax as the rental value of the property rises. The
increased value attributable to the owner’s labor will not be taxed
under the ex ante approach. In contrast, under the ex post ap-
proach, any increase in value due to refurbishment will be taxed
if and when the gain is realized upon resale, regardless of whether
it is attributable to labor or materials. To avoid double taxation of
the gain attributable to the materials, under the ex post approach
the cost of the materials should be capitalized and the correspond-
ing tax rebated upon resale. ) _ . - o
Other considerations in choosing beiween the ex post
and ex ante approaches . : S
' The ex ante and the ex post approaches each have advantages
and disadvantages. These advantages and disadvantages relate to
(1) equity, (2) economic efficiency, (3) the treatment of durables in
existence on the implementation date, (4) administrative concerns,
(5) the “lock-in” effect, and (6) other concerns. ~ ~
Equity—~Evaluating the equity implications of the two ap-
proaches requires that a definition of equity be specified. Some ob-
servers have argued for an ex anie equity definition, under which
equivalent tazes should be levied on people with equal expected
consumption. This ex ante equity criterion would automatically be
satisfied under the ex ante approach. B

188 This is clearly seen by considering the durable in the earlier example which yielded n-
stant stream of rents over time. It never declines in value, alr.houdgh the owner consumes every
year. There is no excess consumption in that case, because the durable is priced so that con-
sumption equals the price multiplied by the rate of return.
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However, an ex post equity criterion is probably more widely
held.162 UUnder this criterion, people who have the same actual con-
sumption should make equal tax payments. The imputed rental ap-
proach and the taxation of the rental payments on rented durables
satisfies this criterion because consumption is accurately measured
and taxed.

The extent to which the ex post equity criterion is satisfied de-
pends upon the extent to which consumption is accurately meas-
ured. It is not clear which approach is superior in this respect.

The ex post approach adjusts for deviations of actual imputed
rents from expected ones by imposing the consumption tax on the
capital gains or losses if and when they are realized. This char-
acteristic of the ex post approach offers a strong argument for ap-
plying this method to durables that are highly risky and frequently
experience substantial unanticipated capital gains and losses.

However, as indicated above, the ex post approach treats antici-
_ pated capital gains or losses inappropriately. For durable goods
that are expected to rapidly appreciate (depreciate), the ex post ap-
proach imposes an effective tax rate on the underlying services that
is greater (lesser) than the stated tax rate. This differential tax-
ation might be considered inequitable and offers a strong argument
for applying the ex ante approach to durables that are expected to
depreciate or appreciate rapidly.170

The relative accuracy of the consumption measurement obtained
under the two methods therefore depends upon the primary source
of capital gains and losses for a particular category of durable
goods. The ex post approach is preferable if the gains and losses
primarily arise from unanticipated changes in rental streams while
the ex ante approach is preferable if they primarily arise from an
upward or downward slope in the time-profile of anticipated rental
streams,171

Neutrality principle—It may be desirable for a consumption tax
to have neutral treatment of different durable goods relative to
each other and relative to nondurable consumption. The ex ante ap-
proach satisfies this neutrality objective because consumers face
the same expected tax rate on all forms of consumption. {The ex-
pected, not the actual, tax rate is relevant here because it is the
expected tax rate that most significantly affects consumers’ deci-
sions on whether to purchase durables and their choice between
different durables.) The ex post approach also will satisfy this neu-
trality objective if none of the durables are subject to anticipated
capital gains and losses. However, as noted earlier, the ex post ap-
proach results in the overtaxation of durables with expected capital
1gains and the undertaxation of durables with expected capital
osses,

169 Discussions of the two equity criteria can be found in Anthony B, Atkinson and Joseph
E. Stiglitz, Lectures on Public Economics (New York: McGraw-Hill, 1980), p. 356; and Michael
J. Graetz, “Exgenditure Tax Design,” in What Should Be Taxed: Income or Expenditures? (Wash- -
ington, D.C.: Brookings, 1980), p. 171 (and the comments by E. Cary Brown on p. 115 of the
' same volume).

170 Also, if durables markets are inefficient, the ex ante approach taxes the bonus received by
a purchaser who buys at too low a price and forgives tax on the premium paid by a purchaser
who buys at too high a price. :

171 Capital gains and losses can alse arise from changes in the rate of return, These are han-
gifld more appropriately by the ex ante approach, but will not be discussed further in this pam-

et.
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The ex post approach is superior with respect to another. dimen-
sion of economic efficiency, because it promotes riskspreading. Indi- -
viduals generally cannot obtain private insurance against the risk
that their durables might become less valuable (other than insur-
ance against such contingencies as theft and casualties). The ex
post approach offers partial insurance against this rigk through the
tax system, which benefits risk-averse individuals. This efficiency
gainl gan be substantial with respect to certain goods, such as hous-

gI’r_eatment of durables in existence on the implementation date.—
The treatment of durables in existence on the implementation date
of a consumption tax is relatively straightforward under the ex post
approach. Sales of these durables after the implementation date
are taxed in the same manner as sales of durables produced after
implementation. Since these goods have not previously borne con-
sumption tax, they will be taxed in full on the first sale and will
have no previous tax to claimasacredit. .=~~~ =

The treatment of these durables under the ex ante approach is
considerably more difficult. Imposing a consumption tax only on
sales of new durables creates windfalls for current owners of exist-
ing durables. This might be considered inequitable, especially with’
respect to valuable long-lived durables. This windfall could be
avoided by “marking-to-market” all existing durable goods on the
date of enactment of a consumption tax and applying a tax on this
amount. This approach raises serious administrative (i.e., measur-
ing the value of all property on a certain date) and liquidity (i.e.,
requiring taxpayers to remit tax to the government at a time when
a cash-generating transaction has not occurred) concerns. o

Alternatively, one could impose a consumption tax on the first
sale after the date of enactment. If this approach is taken, it is no
longer true that sales of used durables are not taxable events
under the ex ante approach. Such sales would be taxable events if,
and only if, the durable had not previously borne tax, i.e., if it had’
been produced before the implementation date and had not been
sold since that date. This approach creates a transition issue, as
each time a used durable is sold, it would be necessary to deter-
mine whether it had previously borne tax. For example, not all cars
on the used car lot would represent “used” (prior tax paid) cars.
The significance of this transition issue depends on the useful life_
of the items being resold. For example, some durable goods (such
as’ personal computers) have relatively short useful lives and the
application of a “first-sale” approach would not pose a significant
long-term problem. Other goods {such as art collectibles and land),
have longer useful lives and a “first-sale” approach would involve
extensive recordkeeping 173

Administrative concerns.—The ex anté approach offers some ad-

ministrative advantages. Because each good is taxed only once,
fewer sales are subject to the consumption tax. In addition, after

1721t is not clear what costs or imperfections preclude private insurance against these risks
and whether such obstacles would also apply to government insurance. It is possible that the
administrative costs of offering such insurance as a byproduct of a tax system established for
other purposes are less than the administrative costs of yu_'xfiti_ng‘private insurance policies. -

73 Administrative concerns are lessened to the ‘exterit that the property is subject to a noitax
registration requirement (as is the case with most réal property as well as certain consumer
durables such as motor vehicles and boats). ~ "~ . Lo
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a transition period, the ex ante approach generally subjects only
the sales of new goods to tax. These sales are likely to be made by
dealers in such goods, who are more likely to maintain the records
necessary for tax compliance. Conversely, the ex post approach sub-
jects all sales to the consumption tax, including casual sales of
used goods by persons who are not dealers in such goods and may
be unaware of their tax responsibilities.

As discussed above, the ex ante approach may poese administra-
tive difficulties, if it is decided to tax the first sale after the imple-
mentation date of preexisting durables on that date. In that case,
each sale of a used durable must be examined to determine wheth-
er tax has previously been paid.

In addition, application of a strict ex ante approach (i.e., only tax-
ing sales of new goods and not applying a “first sale” rule) would
not subject to tax the value added by dealers who acquire, refur-
bish and resell consumer goods. For example, a used car dealer
may acquire a decrepit used automobile from a consumer for $100,
rebuild the engine, and resell it to another consumer for $1,000.
The $900 difference in selling prices represents value added by the
used car dealer that should be included in a comprehensive tax
base. Imposing the tax on sales by used goods dealers creates a
compliance concern under the ex ante approach because in order to
avoid a cascading of the tax, a credit must be imputed with respect
to nontaxable purchases made by the dealer.

Finally, the conversion of a durable good from a (taxable) con-

- surnption use to a (nontaxable) investment use (and vice versa) also
magr create administrative concerns in identifying taxable events
and measuring the tax base.

The “lock-in” effect.—One disadvantage of the ex post approach is
that it induces a lock-in effect for durables whose value has risen
since the previous sale. Since this appreciation will be taxed if and
when the durable is sold, the owner has an incentive to delay sell-
ing. This effect is similar to that induced by the capital gains tax
under the income tax system. Conversely, an owner of a durable
that has declined in value is encouraged to accelerate the sale of
the durable, a “lock-out” effect.

To the extent that sales of used durables are not taxable events
under the ex ante approach, it avoids lock-in and lock-out effects.
However, as discussed above, it may be decided under the ex ante
approach that the consumption tax will be applied to the first sale
after the implementation date of preexisting durables. A temporary
lock-in effect will then arise with respect to these durables, because
owners would have an incentive to delay the first sale and the im-
position of this tax.

Other issues—The application of a consumption tax to certain
durable goods (housing, land, personal property consumer durables,
and collectibles) presents additional issues that require special
rules. For example, some of these goods may be acquired or held
for consumption, investment, or business reasons (or any combina-
tion thereofg. In addition, the use of such goods may vary from year
to year. It is necessary to account for conversions, such as a reec--
reational boat owner who converts his sailboat to a day rental oper-
ation. The nature of each of these types of goods also raises addi-
tional concerns.
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The treatment of housing under a broad-based consumption tax
poses difficult issues because: (1) the amount of housing services
that ought to be subject to tax (i.e., the consumption element) is
not observable on an annual basis in the case of owner-occupied
housing; (2) housing may be acquired for, or converted to, consump-
tion, investment, or business purposes, or any combination thereof;
{3) in order for the tax to be perceived as fair, renters and owners
of housing should be treated similarly; and (4) housing, other than
new construction, is often acquired from persons who are not deal-
ers in housing. In addition, the taxation of housing under a con-
sumption tax may present analytical difficulties to those who be-
lieve that a consumption tax is intended to be a tax on consump-
-tion, yet feel that a portion of an owner-occupier’s investment in
housing represents savings that should not be subject to tax. Land
presents difficulties similar to those presented by housing. In addi-
tion, whether housing is used for consumption or other purposes is
often readily determinable; land (particularly undeveloped land)
does not lend itself to such easy determinations.

Personal property durable goods, which include consumer dura-
ble goods (e.g., automobiles, boats, and large appliances) and col-
lectibles (e.g., art, antiques, and baseball cards), pose issues under
a consumption tax similar to those posed by housing and land. Spe-
cifically, the tax imposed on the initial purchaser of a durable good
represents tax associated with the expected consumption value over
the entire useful life of the goods. The imposition of the consump-
tion tax on subsequent resales of the good would overtax the item
unless there are unanticipated gains with respect to the item. Col-
- lectibles pose issues of identifying and separating the elements of
consumption and investment. In addition, because of their longev-
ity some consumer durables may become collectibles {e.g., antique
cars). On the other hand, perscnal property is in many ways dif-
ferent from real property because of different uses, frequency of re-
sales, more rapid physical deterioration or obsolescence, relative
price differentials, different lock-in effects. Thus, it may be appro-
priate to provide different rules for the resale of used consumer du-
rables than are provided for housing. S

2. Government entities and nonprofit organizations
Theory of measuring the value of governmental and
" nonprofit activities
General issues _ e
The taxation of government and nonprofit entities raises special
issues concerning general social policy, administration and compli-
ance, competitive equity, and intergovernmental relations.174 Ac-
tivities of nonprofit organizations that are subject to income tax-
ation under present law as unrelated business income could easily

be brought under the business taxation regimes of the proposals
described in Part III above. It is the other activities of governments

174 8ee U.S, Department of the Treasury, Tax Reform for Fairness, Simplicity, and Economic
Growth: The Treasury Department Report to the President, Volume 3, Value-Added Tax {(Novem-
ber 1984} (“1984 Treasury Report™ at 67-72; Tax Executives Institute, Value-Added Taxes: A
Comparative Analysis {1992) at 29-31; Joint Committee on Taxation, Factors Affecting the Inter-
national Competitiveness of the United States, (JCS-6-91) at 318. )
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and tax-exempt organizations that raise special issues. Under a
consumption-based tax and under a VAT in particular, difficulties
arise in the calculation of value added because government and
nonprofit entities often provide goods or services on a free-of-charge
or subsidized basis. In many cases, there is no identifiable trans-
action invelving, or consumer of, government or nionprofit services.

One of the most fundamental issues in attempting to measure
the value of governmental and nonprofit activities is should govern-
ment and nonprofit entities be regarded as producers of goods and
services and when should they be treated as consumers? For exam-
ple, from a purely theoretical standpoint, the government’s national
defense activities may be viewed alternatively as (a) the govern-
ment producing a security service for its citizenry or, (b} the gov-
ernment (as agent for, or on behalf of, its citizens) consuming on
a mutual basis products such as tanks, planes, and munitions, as
well as soldiering services of individuals employed in the armed
forces. In this regard, examination of VATs in other countries and
suggested approaches by commentators reveals considerable diver-
sity in conceptual approaches to the taxation of governments and
nonprofits under a consumption-based tax.}75

Under the view of government as producer of goods and services,
the value added by government and nonprofit labor and capital re-
sources should be subject to tax, as well as any profits that could
be obtained from government or nonprofit operations (even if for-
gone by the entity).176 Even so, viewing governments and non-
profits as taxable producers would require modification of the gen-
eral credit-invoice rules that apply in most foreign countries’ VATSs
because, as discussed above, prices charged by governments and
certain nonprofits for goods and services often do not accurately re-
flect value added.177

However, if the taxable base of a VAT theoretically is defined as
value added by businesses with respect to all goods and services in
the economy from the first producers of raw materials through re-
tail sellers (i.e., as firms that sell to nonbusiness users),17% then

178 Compare the American Bar Association Model (the “ABA Model”), which treats govern-
ments and nonprofits as producers whenever more than a nominal charge is imposed with
McDaniel and Surrey, who generally treat governments and charities as the ultimate consumer,
unless commercial-type s are sold to identifiable consumers. McDaniel, Paul R. and Stanley
S. Surrey, International Aspects of Tax Expenditures: A Comparative Study at 91-93 (hereafter
cited as “McDaniel and Surrey”). An example of an intermediate approach is Canada’s goods
and services tax (“GST”), Under the GST, charities are treated as consumers with regard to
most of their services, which are VAT-exempt; however, charities also are treated as quasi-busi-
nesses and are allowed a 50-percent input credit. .

176To the extent that a nonprofit or government does not seek a profit that would customarily
be included in the fair market price for a good or service, it can be considered to subsidize the
consumption of that particular good or service, Failure to tax the “profit” portion of value added
by governments or nonprofits indirectly increases the amount of such subsidy, with the result

t nonprofit- or governmentally-provided and services appear relatively chieaper than
for-profit s and services that are fully subject to VAT, See the discussion below,

197 In other words, use of the general credit-invoice rules, or even a subtraction-method VAT,
is inappropriate with respect to many and services provided by government and certain
nonprofit entities because the value added by such entities is not accurately determined by ref-
erence to the sales price of goods and services they provide minus the cost of inputs upon which
VAT previously has been paid. In these instances, the addition method may provide an appro-
priate mechanism for taxing the value added by governments and nonprofit entities. Under the
addition method, the base of the tax would be the governments’ or nonprofit organization’s wage
payments and interest expense. Some government and nonprofit operations generally do not in-
volve subsidies or valuation igsues and are, therefore, appropriately taxed under the general

it-invoice regime.

178 See Weidenbaum, Murray, David Raboy, and Ernest Christian, The Value-Added Tax: Or-
thodoxy and New Thinking at 47 (1989) (“a pure VAT ultimately applies to the value added by

e
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governments and nonprofits generally could be viewed as
“nonbusiness users” (i.e., consumers).17® Under this view, sales to
governments and nonprofits are not “inputs” in a business activity,
but are treated as retail sales to a collective body of consumers,
and any value added by government or nonprofit operations
through mutual use of the products purchaséd from vendors would
not be subject to tax. In effect, government and nonprofit oper-
ations generally would be treated in a manner similar to self-pro-
vided services. Services are not subject to a consumption-based tax
when provided by an individual to herself and her family (e.g.,
products purchased by an individual to protect herself and her
home are subject to tax, but her self-provided services in using
those products are not subject to additional tax). Likewise, govern-
ment and nonprofit activities generally could be treated as collec-
tive, self-provided services provided by a community (e.g., individ-
uals pool their resources through taxes or contributions 180 to pro-
vide community protection on a mutual, noncommercial basis).

The primary rationale for excluding self-provided services of indi-
viduals and informal groups from the base of a consumption-based
tax is administrative (i.e., self-provided services are non:market
transactions that are difficult both to monitor and to value). ‘'The
monitoring aspect of this rationale does not apply with equal force
in the case of transactions involving separate legal entities such as
governments or nonprofits. Monitoring of government and nonprofit
activities generally should be easier than monitoring individuals or
informal arrangements. However, valuation difficulties remain. Al-
though self-provided services among individuals and informal
groups frequently involve noncash or barter transactions, many
government and nonprofit operations do not involve a “sale” or
identifiable transaction but are subsidized by general tax revenues,
contributions, or grants. Moreover, due to the very nature of some
government and nonprofit services, no market is involved (e.g., en-
vironmental regulation). Thus, it could be argued that, for theoreti-
cal and administrative reasons, governments and nonprofits should
be treated as ultimate consumers, except when they conduct com-
mercial ventures with identifiable individual consumers.181

every business from the first producer of raw materials through the retail seller (i'e., the vom-
pany which sells to a non-business user’”). The authors explicitly do not address the complex
issues raised in the treatment of governments and nonprofits, Id. at xvi.

178 As under the present-law Federal income tax, the view could be adopted for VAT purposes
that activities undertaken without a profit motive generally do not constitute a “trade or busi-

180 Most VATSs in other countries, as well as commentators on the subject, treat contributions,
gifts, and similar transfers made in a nonbusiness context as nmontaxable transactions. See
McDaniel and Surrey at 69-70. U

181 Sea McDaniel and Surrey at 73 and 92, Self-provided services generally are not subject
to VAT when provided by a group that is not regarded as & separate legal entity (e.g., a family
or neighborhood). Consequently, if government and nonprofit entities were viewed at taxable
producers, as opposed to collective consumers, then the same services that could escape VAT
when provided by individuals to themselves, their families, or through other informal arrange-
ments would be subject to VAT when provided by a government or nonprofit. In effect, the legal
form of an ‘undertaking could dictate its VAT treatment. For example, is it appropriate to try
to capture the total value added in the case of a barn built under the auspices of a church or
other entity, but tax only the materials if the same barn is built by an informal group of neigh-
bors? But se¢ McDaniel and Surrey at 77 (exclusion from tax base of self-provided services
ihoulc%1 e}gply only to “activity customarily carried on by individuals in and around their own

ouseholds”). : i ' : T o
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Inclusion of governmental and nonprofit activities in
the VAT base

In general

As discussed above, the treatment of government and nonprofit
entities is closely linked to the basic question of what is theoreti-
cally intended to be the taxable base of a consumption-based tax.
If, as a starting point, the taxable base is defined as the value
added with respect to all final goods and services in the economy,
then value added by government and nonprofit labor and capital
resources should be subject to tax. If governmental provision of
goods and services were not subject to tax, there would be a bias
towards organizing consumption through the governmental sector.
For example, individuals would find it advantageous to ask their
elected representatives to establish governmentally owned and op-
erated grocery stores. Purchasing groceries through such a store
would be exempt from tax whereas purchasing groceries through a
privately operated store would be taxable. Reorganizing the market
place (and governments) to take advantage of a governmental im-
‘primatur would reduce the tax base, 182

In analyzing the application of a consumption-based tax to gov-
ernmental and nonprofit activities it is useful to classify the activi-
ties of governments and tax-exempt organizations as falling into
two broad categories: governments %3 provide goods and services;
and govérnments make transfer payments to individuals.184

Governmental provision of goods and services

Economic neutrality and the application of a consumption-based
tax to goods and services provided by governments and lax-exempt
organizations.—QGovernments providé many goods and services.
The sale of government publications and the provision of roads pro-
vide examples of the provision of goods and services. Economic neu-
trality argues that if the novels of Stephen King are to be subject
to a consumption-based tax, then the publications of the staff of the
Joint Committee on Taxation (sometimes equally scary, if not
equally readable) should be subject to the consumption-based tax.
Similarly, if the provision of railroad freight transportation services
(virtually all privately provided) are to be subject to a consumption-

based tax, then the provision of roadway transportation services.

should be subject to the consumption-based tax.

1821n the discussion of Part III above, the tax base of a VAT was compared to GDP as cal-
culated in the national income and product accounts. The notion of a consumption-based value
added tax was presented in terms ofP income being devoted to current consumption of gdods and
services, called consumption, and future consumption of goods and services, called saving. That
discussion did not address the national income and preducts accounting of governments' pur-
chases of goods and services. A basic accounting identity of the national income and product
accounts is that total national income (Y) (usually measured as GDP) must equal the sum of
the value of private consumption (C), private investment (I}, governments’ purchases of goods
and se{rviceé ( GI), aad net exports (X). Ignoring net exports, the accounting identity is

=C+1+G

Investment, I, is exempt from a consumption-based VAT tax base or other consumption-based
tax. The accounting identity clearly shows that permitting some or all of consumption to be
relﬂbeled as government purchases of goods and services would reduce the tax base substan-
tially. :
183 The following text will use the word “government” to apply to the activities of both govern-
ments and tax-exempt organizations. :

184 Of course, the government also collects taxes, the present discussion is about the uses of
the government’s resources rather than its source of funds.

d
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The examples of the provision of roads and publications highlight
the primary difficulty in applying a VAT or other consumption-
based tax to the governmental provision of goods and_services—the
pricing of governmentally provided goods and services generally is
not the same as the pricing of privately provided goods and serv-
ices. The forces of demand and supply in the market place gen-
erally determine the prices of privately provided goods and serv-
ices. In most cases, the government provides the services of the
roadway free to users, unlike the railroad which, driven by the
profit motive, charges a price determined by the economic forces of
the market place. In private market transactions there is a clear
discernable value that can provide the basis for taxation. With gov-
ernmental provision of roads there is value (or else people would
not use the roads) but value is not easily discernable, While gov-
ernments provide many goods and services at zero price, in other
cases, the government charges a price for its good or service, as in
the case of the government publication. The government may
choose to price the publication below the price that a private pub-
lisher might choose. Unlike the example of the road, placing a price
on the government publication would provide a basis for taxation
but would not necessarily tax the full value of the publication. In
both examples the government can be thought of as providing an
explicit subsidy to consumption of a particular good or service. To
fully tax value, the subsidy must also be measured.

A further problem arises because unlike most goods offered in
the private market, many government goods and services are what
economists call “collective” or “public” goods, that is, goods the ben-
efits of which can be simultaneously consumed by all individuals
rather than privately consumed by only one individual. For exam-
ple, national defense is collectively consumed. Government publica-
tions are privately consumed. While collective goods have value, it
may not be possible to conceive of the value being revealed by a
market transaction. _ o

The problem of including the value of government-provided goods
and services in the consumption tax base may be less severe under
a consumed income tax or under a flat tax than under a VAT. A
consumed income tax generally treats payment of taxes to State
and local governments as consumption and thereby subjects to tax
the provision of State and local governmentally provided goods and
services. A Hall-Rabushka-type flat tax would tax the wages of gov-
ernment employees. However, without special provisions such a flat
tax may not reach the non-wage compensation of government em-
ployees. Nor, unlike a taxable business, would a flat tax necessarily
apply to any cash surplus or interest expense the government or
tax-exempt entity might generate or incur as part of its tax-exempt
purpose. A flat tax, therefore, may only partially tax the govern-
mental provision of goods and services. However, as wage costs are
the most significant portion of employee compensation, and as
labor cost is the major source of value added by governments, the
extent to which governmental provision of goods and services is -
untaxed may not be large. S

Application of the VAT to goods and services provided by State
and local governments and tax-exempt organizations.—There are
two ways one could impose the VAT on the governmentally pro-
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vided good. The first option. is to impose the VAT on the price
charged by the government net of any implicit subsidy provided.
The second option is to impose the VAT on the market price on all
similar transactions. If the government providing the subsidized
good were a local government, and the Federal government im-
posed a VAT, under the first computation there would be a built-
in tax expenditure in favor of the local government's provision of
the subsidized good equal to the VAT tax rate times the implicit
government subsidy. That is, the value of the subsidy would be
untaxed. However, this built-in tax expenditure would keep the rel-
ative price of the subsidized and unsubsidized goods the same (the
ratio of the subsidized prices to unsubsidized prices throughout the
economy would remain the same). Thus, under the second com-
putation, to keep the relative price of the subsidized and
unsubsidized goods equivalent, the local government would have to
increase its subsidy by the amount of the subsidy multiplied by the
VAT tax rate. This is because, in the second case, the full value of
the good or service, including any subsidy, is taxed.

Economic neutrality can be maintained if the Federal govern-
ment provides a tax expenditure for the subsidized good or service
or if the State or local government (or tax-exempt organization) in-
creases the value of the subsidy provided. : .

Application of a Federal VAT to Federally provided goods and
services.—Regardless of whether States and local governments are
included in the VAT base, it may also be appropriate to consider
the desirability of including the Federal Government itself in the
base. This decision turns not so much on constitutional grounds as
on economic realities. '

It may appear administratively redundant for the Federal Gov-
ernment to tax itself on its value added. The Federal Government
would be seen as “taking the money out of one pocket and putting
it into another pocket.” Admittedly, such money shuffling might be
administratively wasteful. On the other hand, choices of the sub-
sidies given to different goods and services should not be made ab-
gsent knowledge of what the “true” VAT-inclusive private market
price would be. Requiring each Federal agency to remit VAT to the
Federal Treasury would remove incentives for particular agencies
to use their budgets to hire in-house employees (on a VAT-free
basis) rather than to utilize taxable independent contractors.

In addition, because of perceptions, failure to include the Federal
Government in the VAT base may distort economic choices as be-
tween the public and private sectors. If the Federal Government
were excluded from the VAT base, goods and services provided by

-it would appear to be relatively cheaper than comparable goods and
services provided (on a VAT-inclusive basis) by the private sector.
Although this perception is not supported by economic reality, it
may nonetheless act to bias consumers in favor of the public sector.

In addition, because of perceptions, absent application of the
VAT to the Federal provision of goods and services the Federal
Government would look smaller than it otherwise might, and
would look smaller than State and local governments that might
undertake some of the same activities (e.g., highway construction).
To impose the VAT on some Federal provision of goods and services
and exempt Federal provision of other goods and services would
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distort the true size of different functions within the Federal Gov-
ernment. , SO TR R AR

Summary—Neutrality argues that one does not want a consump-
tion-based tax to distort the choice between privately provided
goods and governmentally (subsidized) provided goods. However, as
noted above, a distinguishing feature of governmentally provided
goods and services is that their prices generally are not determined
in the private market. The analysis above does not say how one
should determine the value added of governmental and nonprofit
activities, but rather that, in general, the value added should be
determined. L :
Governmental transfer payments o - _

Government as financial service provider.—Social security pay-
ments and the AFDC program provide examples of transfer pay-
ments. The government provides cash (or cash equivalent vouchers)
to individuals who in the private market make purchases. Such
purchases will be subject to VAT so there is no need to make spe-
cial provision for VAT to apply to social security checks per se.
Similarly, if such government transfers are included in income for
purposes of determining consumed income and if social security
payments are treated similarly to private pensions under a Hali-
Rabushka-type flat tax such government transfers are treated neu-
trally under the different types of consumption-based taxes.

In providing cash to individuals, the government is acting no dif-
ferently than a bank that gives cash to a customer making a with-
drawal or taking out a loan. Also like a bank, the government will
keep records of the account. In its role of record keeper the govern-
ment is providing financial services. The neutrality arguments
given above would suggest that the “financial services” involved in
making transfer payments should be subject to a consumption-
based tax. To exempt such services from the consumption-based tax
would have the following consequences: (1) exemption might make
public provision of certain financial services more desirable than
private provision; (2) exemption might make public management of
pension funds, social security, etc. appear “cheaper” and “more effi-
cient” than private provision; (3) exemption might make the Social
Security Administration, an agency that largely provides financial
services, appear to be a more efficient provider of government than
the Defense Department, an agency that largely provides non-
financial services (assuming that the latter’s provision of “defense”
is subject to the consumption-based tax). Of course, this argument
also could be applied to State or local provision of government serv-
ices. Basically all three of these arguments are arguments of voter/
legislator fiscal illusion and honesty in government.

3. Financial services
In general o _ e e
Financial services encompass a broad spectrum of services pro-
vided to business users and ultimate consumers. These services in-
clude: (1) financial intermediation—génerally, the pooling of funds

provided by investors (e.g., bank depositors) and making them
available to borrowers: (2) risk pooling‘.—_the diversification of risk



108

for customers through varicus means, including insurance, guaran-
tees, warranties, and diversification; (3) investment advisory serv-
ices; {4) market-making and dealer services; and (5) administrative
services, such as account management and payment mechanisms
(e.g., credit cards or checking accounts). Often, two or more types
of financial services are provided to the same user by the same pro-
vider in a single transaction. For example, in the case of a checking
account, the bank provides a depositor with the services of
intermediation (i.e., reinvesting the deposit in a loan to a different
customer), and risk pooling (i.e., assuring that the deposit can be
withdrawn even if borrowers from the bank default), as well as
more conspicuous administrative services.

Financial services raise special policy and implementation issues
under a consumption tax imposed at the business level, As dis-
cussed below, these issues include whether to include financial
services in the base, how to measure the value of financial services,
allocating the value of financial services among users, distinguish-
ing financial service providers from other providers, the treatment
of imports and exports, and transition issues. These issues are ex-
tremely complex. Because of the broad scope of this pamphlet, the
discussion of these issues is general in nature and necessarily brief.
For simplicity, the discussion also examines these issues with re-
spect to a VAT.

Exemption versus inclusion

The designers of a broad-based VAT must first confront the pol-
icy question as to whether even to include financial services in the
tax base. Some commentators argue that certain types of financial
services should not be subject to the VAT because taxing such serv-
ices would be tantamount to taxing savings.185 For example, under
this argument, a person who pays a brokerage commission to pur-
chase or sell a share of stock held for investment has not consumed
anything: the fee is incurred solely in the service of savings, and
as such reduces the amount of the savings (or the return on sav-
ings), Thus, they contend that taxing financial services would re-
sult in a further reduction in returns on savings. This leads them
to argue that the VAT should be imposed on a “savings exclusive”
basis, i.e., financial services that are associated with the acquisi-
tion, maintenance and disposal of investments or other savings
should not be subject to the VAT.186

Another reason for excluding financial services from the base of
a VAT is that, unlike other services where the price is often clearly
specified, the value of most financial intermediation services is not
easily determined. Typically, the charge for financial
intermediation services is blended with other elements of the trans-
action. For example, financial institutions provide financial
intermediation services by pooling the funds provided by depositors
and making them available to borrowers. These institutions often

185 See McDaniel and Surrey at 81. The American Bar Association report on the VAT follows
this approach for non-intermediation services, but concludes that a VAT should tax the value
of intermediation services performed in connection with a lean or other grant of credit. p. 168—
g

"186 Ag discussed in more detail below, the exclusion of these “savings” transactions from the
base can be done through an exemption or through zero-rating.
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do not charge explicit fees to the depositors and borrowers; rather,
the institutions are compensated for the financial intermediation
services by the spread between the interest rates charged on loans
and the interest rates paid to depositors. For other financial serv-
ices, financial institutions may charge separate fees, but such fees
do not necessarily represent the actual value of the particular serv-
ices rendered. For example, banks often offer low or no cost check-
ing services to customers who maintain a minimum balance in
their checking aceounts, )

Similarly, a life insurance provider generally charges no explicit
fee for its services. Instead, the provider receives premiums, gen-
erally only a small part of which comprises a fee to the provider.187
Investment returns on the premiums also may cover a portion of
the cost to policyholders of the insurance service (as evidenced by
a lower rate of return being credited to policyholders and the re-
maining return on investment going to the insurance provider).188
Thus, the value of the financial services that should be subject to
tax is the “spread” between the premiums and financial earnings
of the provider and the claims and cash surrender values paid by
the provider.

These difficulties in ascertaining the value of financial services
and the actual costs to consumers of financial services have led
most countries that impose a consumption-based VAT to exempt
types of financial services for which no explicit fee is charged.18?
Financial services for which a separate fee generally is charged
(e.g., safety-deposit boxes) are typically subject to tax.

For several reasons, other commentators (and recently, many
providers of financial services) have criticized the exemption for fi-
nancial services from a VAT. First, they argue that the use of a fi-
nancial service is consumption that should be taxed, just like any
other service. For reasons of economic efficiency and equity, they
argue that financial services therefore should be included in the
base of any consumption-based VAT and should be taxed at the
rate that generally applies to ordinary goods and services.190 They
believe that this treatment would maintain economic neutrality
and prevent the tax system from favoring or disfavoring financial
services over other goods and services. If one type of service is sub-
ject to tax, but another is not, the tax system distorts the relative

187 The remaining premium amount generally would cover the actuarial risk of payment under
the policy, including any investment element. SR e e s

188 An insurance company may provide other financial services for which a portion of policy
premiums and investment returns constitutes compensation. For example, an insurance com-
pany may furnish intermediation services similar to a financial institution because it pools the
premiums it receives and makes these funds available to others through investiments or loans.

182 In general, all countries that are members of the European Union (EU) provide a VAT ex-
emption for the lending activities of banks and similar financial institutions and for insurance,
reinsurance, and related services performed by insurance brokers and agents. See Sixth Council
Directive of May 17, 1977, “On the Harmonization of the Laws of the Member. States Relating
to Turnover Taxes—Common System of Value Added Tax: Uniform Basis of Assessment,” Offi-
cial Journal Ne. L145, art. 13E (a) and (d), reprinted in 2 CCH Common Mkt. Rep., par 3165
€1977). Some countries that exempt some or all financial sérvices impose a separate excise tax
on such services that may be intended to be a proxy for including financial services in the VAT
bage. Germany permits certain financial intermediaries to elect to be subject to tax.

It should be noted that most countries (including the EU countries) that impose a VAT utilize
the credit invoice method. Other forms of consumption taxes may be better suited to measuring
the value of financial services, as discussed more fully below.

190 See, e.g., Alan Schenk and Oliver Oldman, “Analysis of Tax Treatment of Financial Serv-
ices Under a Consumption-Style VAT: A Report of the American Bar Association Section of Tax-
ation Comiittee on Value Added Tax,” 44 Tax Lawyer 181 (1991).
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values of the services to consumers, which, in turn, distorts the
consumers’ choices,191

Second, exemption may be disadvantageous to taxpayers where
financial services are provided to business customers. Under the
VAT systems in other countries, exempting financial services from
tax means that financial institutions are not considered taxpayers,
and consequently may not claim any refunds of the tax thev may
have paid on business purchases. Business customers of exempt fi-
nancial institutions, in turn, are not allowed to treat as a business
purchase any amounts paid to the exempt financial institution.
This generally results in cascading (multiple imposition) of tax with
respect to the business purchases of the provider,192

Thus, if it is determined that neutrality and elimination of cas-
cading are desirable goals, a method must be adopted for measur-
ing the value of financial services to include the value in the tax
base and to provide business customers with a business purchase
deduction for the cost of such services. In conftrast, if it is deter-
mined that financial services are a cost of saving or are too admin-
istratively difficult to measure, the provision of financial services
should be exempt from tax or zero-rated.

Methods of including or excluding value of financial
services

(1) Addition method

Under the addition method, value added would equal the sum of
{a) labor costs 193 and (b) profit.194 The VAT would not be imposed
directly on financial services for which a separate charge is stated
because such services would be subject to the VAT. Because of the
need to determine profits, the addition method generally is not
viewed as having advantages over the modified subtraction ap-
proach, as discussed below.

(2) Cash flow method and modified subtraction method

The two approaches that have garnered the most attention are
the “flow of funds” method and the “modified subtraction method”
of taxing the value of financial services.!®5 Under flow of funds

191 Other fortns of economic neutrality that should be maintained include neutrality among
consumers, neutrality among different providers, and intertemporal neutrality (i.e., no distortion
of an individual’s decision to save or consume). It is also argued that an exemption for financial
services favors wealthier individuals because they tend to purchase greater amounts of financial
services than lower-income individuals. This, in turn, may meake the consumption tax more re-

sive. For a discussion of economic neutrality and fairness, see Part IV.C.2. above.

192 Generally, the provider will attempt to pass the cost of taxes paid on its purchases to cus-
tomers (possibly harming its competitive position with respect to potential customers who might
alternatively self-finance or might purchase other goods or services). In such a case, the failure
to allow the customer a deduction for the cost (including the taxes f)assed thru by the provider)
will result in cascadirf of the tax. Alternatively, the provider could decide to bear the cost of
the tax itself, thereby depressing its profits.

183 For this purpose, labor costs would include all amounts (whether wages or employee bene-
fits) paid to employees as well as amounts paid to independent contractors. Labor costs, how-
ever, would not include amounts paid to an independent contractor if the financial service pro-
vider receives an invoice from the independent contractor indicating that VAT has been paid
on the independent contractor’s services.

194 For this purpose, profit could be determined based on taxable income {as determined under
the income tax), but reduced by a stated return to equiﬁ;. This reduction would serve as a proxy
for excluding from the term “profit” the eamin%s on the taxpayer’s own capital, which might
be complex and administratively difficult to calculate.

195 See Alan Schenk, Taxation of Financial Services Under a Value-Added Tax: A Critique of
the Experience Abroad and the Proposals In the United States, 25 and Satya Poddar and Morely
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method, virtually all cash flows out would be treated as purchases,
and all cash flows in would be treated as sales. Every payment to
a financial intermediary, other than contributions of capital, would
be treated as a purchase by the customer and a sale by the finan-
cial intermediary. : ' o L
Under the modified subtraction approach, the taxable amount for
a financial service provider is measured in the same fashion as the
subtraction method, except that it includes specified financial re-
céipts (e.g., dividends, interest and capital gains) and allows a de-
duction for similar specified financial expenditures. In order to de-
termine the VAT tax base under the modified subtraction method,
the spread also would be reduced by a return on equity. This is
necessary to equalize the treatment of financial and non-financial
businesses. & _ o
The principal variation between the flow of funds approach and
the subtraction method is the treatment of principal-type pay-

" ments: the flow of funds approach would include them whereas the

subtraction method would exclude them. Thus, an advantage of the
flow of funds approach is that principal and interest payments
need not be distinguished. A principal disadvantage of this ap-
proach is that the inclusion of principal-type payments is problem-
atic with respect to start-up and growing entities, transition to the
VAT, and rate changes. o : . .

(3) Ezxempt financial ser‘vic_es.

. Another alternative would be.to exempt financial services from
the tax. As discussed previously, this is the approach chosen by
most other countries that impose a VAT. Under this approach, the
value of financial services is generally not measured, and no tax is
imposed on that value. In addition, tax paid on inputs allocable to
financial services is not allowed ‘as a deduction or credit. In prac-
tice, many countries exempt only the implicit fees charged for fi-
nancial services, such as the charge for intermediation implied in
the interest rate for borrowing or lending. Stated fees for financial
services are often subject to tax under the standard tax method.
Exempting financial services from the VAT generally is proposed
as a way to avoid the complexities of taxing implicit charges for fi-
nancial services. Exemption eliminates the need to determine the
value of financial services for which implicit fees are charged, or to
allocate the value of the services among users. Exemption at an in-
termediate stage may result in cascading, i.e., the total VAT col-
lected exceeds the VAT collected if no exemption were granted.196
Exemption at the final stage will exempt the value-added at that
stage but, in contrast to zero rating, exempting financial services

English, Taxation of Financial Services Under a VAT, Issues and Options (papers for presen-
tation at the NTA Financial Services Taxation Conference, Clearwater, Florida, Feb. 24-18,
1994); Barham, Poddar and Whalley, ‘The Tax Tréatment of Insurance Under a Consumption
Type Destination Basis VAT, 40 Natl Tax J. 171 (1987); Hoffman, Poddar and Whalley, Tax-
za:&iaosn';r )of Banking Services Under a Consumption Type, Destination VAT, 40 Nat'l Tax J. 547
{ X

16 Under a credit-invoice method, exemption at an intermediate stape will cause the total
VAT collected to exceed the tax collected if no exemption were granted. This is because no input
eredit would be granted to purchasers of financial services. Whether this is true in a subtraction
method VAT depends upon whether business users are allowed to take business purchases de-
ductions for exempt financial services. .
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at the final stage would impose a tax on the taxable inputs to those
services.

This approach has two primary problems. First, this approach is
not without its own administrative complexities. The exemption of
financial services from a VAT requires a specific definition of finan-
cial services. Because businesses can claim credits for taxable in-
puts attributable to their taxable businesses, an entity that en-
gages in both a taxable business and an exempt financial services
business must allocate its inputs among these businesses. A strong
incentive exists for a financial intermediary to allocate as many of
its taxable inputs to its taxable business as possible to increase its
deductible inputs or recovery of VAT credits. In addition, the in-
ability to claim deductions or credits for taxable inputs allocable to
an exempt business may encourage financial intermediaries to inte-
grate their financial services business with other, nonfinancial
businesses. For example, all financial intermediaries require legal
and accounting advice. Obtaining these services from independent:
lawyers and accountants would cause a financial intermediary to
incur VAT that could be avoided if the lawyers or accountants
worked directly for the financial intermediary.

The second problem with this approach is that it does not satisfy
the neutrality principle. In particular, it under-taxes the value of
financial services rendered to households, and, as discussed above,
it can cause the cascading of taxation on the taxable inputs alloca-
ble to financial services rendered to business users. Any correlation
between the amount of over-taxation of financial services used by
businesses and the under-taxation of financial services used by in-
dividuals would be purely coincidental. Moreover, a financial
intermediary that could supply non-financial services, such as legal
and accounting services, to its household customers and have those
services treated as exempt financial services, would be able to pro-
vide such services at a lower cost than other providers.

(4) Zero-rate financial services

Financial services could be zero rated by imposing no tax on the
value of financial services, and allowing financial intermediaries a
credit for all the inputs on their taxes.197

. Like exempting financial services, the amount of VAT collected
depends upon the stage that is zero-rated. However, the effect on
the various stages of exemption versus zero rating is different. If
an intermediate stage is zero-rated, a full VAT will be collected; if
a retail stage is zero-rated, no VAT will be collected.

While it eliminates cascading of the tax, zero-rating has many of
the same probiems as exemption. First, zero-rating would distert -
retail consumers’ choices by making financial services more attrac-
tive relative to other services. Second, administrative complexities
and false incentives would arise from the need to distinguish be-
tween zero-rated financial services and other services.

197 A5, discussed above, some have argued that the cost of financial services borne by house-
holds in connection with savings and investment should not be subject to the VAT. If this argu-
ment prevailed, it would weigh in favor of zero rating some financial services. :
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However, partial zero-rating may be useful, in the context of a
subtraction-method VAT, as a means of allocating the value of fi-
nancial services between business users and consumers, as dis-
cussed in “Allocation to Users”, below. '

Allocation to users

To avoid cascading of the tax, business purchasers of financial
services could be entitled to claim a deduction or credit with re-
spect to the financial services provided to them. This would allow
business purchasers of financial services to obtain the same tax
treatment as users of other goods and services. Under this ap-
proach, financial intermediaries would be required to allocate the
implicit fees it derives from financial services among the recipients
of the services. This raises two issues: how the implicit fees should
be allocated, and to whom should the fees be allocated. =~

One alternative is to allow financial intermediaries to allocate
the implicit fees based on specified factors.198 These factors ¢ould
include the interest paid or received by a customer, the amount in-
sured or the premium payment under a customer’s insurance pol-
icy, and the labor expended by the financial intermediary in con-
nection with transactions with a user. Rules would have to be de-
vised to prevent overallocation of such fees to business users. An-
other approach would be to adopt a percentage approach (e.g., a
percentage of interest payments) for deduction of implicit fees.198A

The second issue is to whom should the implicit fees be allocated.
A financial institution’s implicit fee clearly should be allocated in
part to its depositors, lenders, and borrowers. Beyond these obvious
relationships, it may be difficult to determine who a financial
intermediary’s customers are. For example, if a financial
intermediary buys a publicly traded debt obligation, does it render
financial services to the issuer of the obligation, or the person from
whom it buys the obligaticn? In many cases, it may not be possible
to determine who was the seller of the obligation. In other cases,
the financial institution may be providing different services to dif-
ferent groups of customers in the same transactions, For example,
if a bank takes a deposit and buys a debt obligation from the is-
suer, then makes a market in the debt obligations, it is providing
both financial intermediation services to the depositor and issuer
of the debt obligations, and broker-dealer services (i.e., buying and
selling the debt obligations) to the issuer and the buyers and sell-
ers of the debt obligations. It may be very difficult to determine
when the financial intermediary is acting in a particular capacity.
In addition, there are transactions in which there is no known is-
suer, seller, or buyer that could be treated as receiving services.
Examples of these transactions include exchange traded options
and futures contracts. _ o

Another alternative to avoid cascading is to apply the subtrac-
tion-method only to financial services provided to households and
to zero-rate financial services rendered to businesses. Instead of
taxing the value of all financial services rendered by a financial
intermediary and allocating VAT credits to business users of the

495 This is the general approach adopted by S. 722, as describet.i ity PartHIChereof . e

19848, 722 adopts this type of approach for borrowings from financial iristitutions.
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services, as under the subtraction method, no tax would be imposed
on the financial services rendered to business users, and the finan-
cial intermediary would be entitled to a VAT credit or deduction for
all the taxable inputs to financial services. In theory, zero rating
financial services would have the same effects as the modified sub-
traction method: both would eliminate cascading of the tax on fi-
nancial services used by businesses and would fully tax the serv-
ices rendered to households.!988 If the zero rating approach was fol-
lowed, the charge for a particular financial service would vary de-
pending on whether the user was a business or a household be-
cause the price for the household would include the tax and the
price for a business user would not. If the subtraction method was
followed for all users, the price for a particular transaction would
be the same for both a business and a household, with the input
credit or deduction the business user can claim reducing the effec-
tive price after the fact.

The administration of the two approaches, however would differ,
Zero rating financial services would require providers to determine
whether services are being used for business or household pur-
poses. The determination generally would have te be made before
any transaction was entered into because the pricing of the trans-
action would depend on whether the services were zero rated.

Exports and imports

If it is determined that the provision of financial services should
be included in a VAT, treatment of imports and exports of financial
services must be addressed. Under a destination-based tax, im-
ported goods and services would be subject to tax, and the tax on
exported goods would be eliminated, through zero-rating or exemp-
tion. As a result, special rules are necessary to determine where fi-
nancial services are consumed.

Financial services12? are unlike most other types of services be-
cause they can be performed wholly outside the United States for
the benefit of a person within the United States. Thus, no easily
determinable geographic element exists that can be used to judge
where the services are used or performed. For example, if a person
opens an account with a branch of an international bank, the inte-
grated functions of the bank may make it difficult to determine

. where the services to the depositor are performed. Moreover, since
the person can move around the world, or draw on its account for
use in various places, it may not be easy to determine where the
services are used. Thus, a formalistic rule on whether a service is
imported or exported is necessary in the case of financial services.

A rule that treats financial services as rendered in the jurisdic-
tion where the provider is resident would essentially eliminate the
“destination” principle. U.S. financial services providers seldom
would be treated as exporting financial services because they would
rarely have to send employees abroad to perform the services. U.S.

v Zerg rating financial services Emvided to businesses and taxing those services under the
modified subtraction method would have different effects if the financial services were used to
produce goods or services that themselves were exempt from the VAT.

199 Services that produce information or documentation that can be transmitted to the user
across national lines also create similar difficulties. For example, a person preparing a computer
pmgﬁam for a customer could do the work in one country, and communicate. the program into
the United States over the phone or by sending a dise.

"
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households obtaining financial services from an offshore provider
seldom would be freated as importing financial services. This
would discourage foreign persons from using financial services pro-
vided by institutions resident in the United States,?°° and would

“encourage U.S. households to seek, and financial intermediaries to

provide, financial services from offshore entities. .
Under a destination-based tax, a better alternative seemingly
would be to impose the tax based on the residence of the user or,

‘'with respect to insurance, the location of the risk. This type of ap-

proach would have the following consequences. If a U.S. person in-
sured a foreign risk, no U.S. tax would be imposed on the trans-
action. Conversely, if a foreign person insured a U.S. risk, the
transaction would be subject to a U.S, tax. This approach may cre-
ate two forms of compliance problems. First, taxpayers have an in-
centive to avoid the tax by claiming to be nonresident or that the
risk is a foreign risk. Thus, in order for this approach to function

. properly, rules and procedures would need to be implemented to

ensure that customers were properly treated as residents and risks

‘are treated as U.S. risks. Second, collection problems exist in the

case of foreign providers of financial services to household users
(particularly where the provider has no connection with the United
States) qet e Lhied
Transition issues e
Transition issues arise with respect to transactions where pre-
miums or deposits are made before the effective date of the tax and
¢laims are paid or withdrawals occur after the effecfive date. Simi-
llar issues would arise if the tax rate changes after the effective
ate, _ . . .
(4): Provisions for relief for poor individuals
One common criticism of consumption taxes is that they are re-
gressive, that is, as a taxpayer’s income increases, the amount of
tax paid as a fraction of income decreasés. Some of this apparent
regressivity is a result of the way the average amount of taxes paid
is computed. Individuals’ incomes fluctuate more than consump-
tien, so individuals with temporarily low incomes will be measured
as paying a large average amount of tax and those with tempo-
rarily high incomes will be measured as paying a small average
amount of tax. If the amount of consumption taxes paid is meas-
ured relative to lifetime income rather than annual income, con-
sumption taxes look less regressive. If one uses annual consump-
tion as the measure of well-being rather than income, then a broad-
based, single-rate consumption tax should be proportional: as a tax-
payer’s consumption increases, the amount of tax paid as ¢ fraction
of consumption is constant.201 _ ‘ o
In any case, designers of consumption taxes often make special
provisions to insure that poor individuals receive some relief from
the tax. The methods available to provide that relief depend in part
on the design of the consumption tax. For an individual consump-

200This is especially true since foreign users might be subject to their home country VAT on

imported services, since many countries determine where financial services are rendered accord-
ing to the residence of the user. . S o pe A T
201 See the discussion in Part IV.C.3. T T T s e e e
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tion tax, such as the Nunn-Domenici proposal and the flat taxes of
Hall and Rabushka, H.R. 4585, and S. 488, it is possible to provide
relief through personal exemptions and a standard deduction.
These zero-bracket amounts insure that individuals whose tax
bases are small do not have tax liability and that the average tax
liability rises as the base increases beyond the zero-bracket
amount. In fact, the Hall-Rabushka proposal grew out of an at-
tempt to make a VAT more progressive. By shifting the collection
of the tax on wages from the employer (as would be the case under
a subtraction-method VAT) to the employee (through an individual
tax return), the Hall-Rabushka tax allows some personalization of
the consumption tax. The Nunn-Domenici proposal reaches the
same end with its individual component, which is a free-standing
individual consumption tax of the cash-flow approach. In addition,
the Nunn-Domenici proposal includes graduated marginal rates.
Note that even if the standard deductions and the personal ex-
emptions were the same size in the flat taxes and the Nunn-Do-
menici proposals (and if the marginal rates above those zero-brack-
et amounts were the same), the relief for poor individuals would
not necessarily be the same. The difference arises because the flat
tax proposals use the tax prepayment approach while the Nunn-
~ Domenici proposal uses the cash-flow approach. Under the tax pre-
payment approach, the base measures wage income in a given
year, so the zero-bracket amount exempts a certain amount of
wages. Under the cash-flow approach, the base measures consump-
tion in a given year, so the zero-bracket amount exempts a certain
amount of consumption. If individuals with identical lifetime wages
have different patterns of consumption and saving over their life-

time, their ability to use the zero-bracket amounts each year may™™

also differ.202 . . ‘

For a point-of-sale consumption tax such as a retail sales tax or
a VAT of either the credit-invoice or subtraction method, other
methods of relieving the tax on poor individuals are required, since
there is no individual return to be filed.

Proxy for personal exemptions -

One could attempt to recreate the effect of personal exemptions
and standard deductions in a point-of-sale consumption tax by al-
lowing an exemption for the first $x of goods and services pur-
chased by any individual, regardless of income. One proposal for a
retail sales tax includes such an exemption.2® The exemption
could be delivered either as a cash grant to all individuals or
through a system of debit cards for individuals making purchases
(similar to the “smart cards” used in some welfare programs). Ei-
ther delivery system could be difficult to administer. In addition,
there would be a question of how to define the unit entitled to an
exemption. _

The loss of revenue from the exemption payments would be re-
couped by a higher tax rate; this tradeoff is implicit in the direct
consumption tax proposals. Since the exemption amount is pro-

202 The flat tax proposals considered in Part IIL.B. reduce some of this disparity because they
allow cash-flow treatment for qualified pension saving.

203 Stephen Moore, “The Economic and Civil Liberties Case for a National Sales Tax,” mimeo,
CATO Institute.

S
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vided to all individuals, there is no income range where individuals
face increased marginal tax rates from the phasing out of the ex-
Special tax credit for poor individuals R

A common suggestion for relief (whether for a point-of-sale con-
sumption tax or as a supplement to an-individual consumption tax)
is a separate, special credit for eligible individuals. Eligibility could
be based on income, with the credit phased out for taxpayers with
income above some threshold. If one were to choose this approach,
. then one may want to measure income ‘as permanent (rather than
annual} income. For example, a law student who has a low annual
income may not be as sympathetic a case for a credit as another
person with the same annual income and little prospects for in-
creased income in the future, Since permanent income is not easily
ascertainable, annual consumption could be used as a proxy on the
assumption that it tracks permianent income better than does an-
nual income. Under an individual, cash-flow consumption tax, the
base provides a ready measure of consumption. : :

If consumption is not felt to be the proper criterion for eligibility
for relief, then whether the proposed consumption tax is an addi-
ticn to or a replacement for the current income tax has some bear-
ing on the feasibility of providing relief outside of the consumption
tax. If it is decided that the personal exemptions and standard de-
ductions in the individual consumption taxes do not provide suffi-
cient relief, then it may be difficult to provide relief based on in-
come if no income-measurement system is in place.204 If the income
tax is abolished and information reporting is dismantled, then one
may be forced to “re-invent” an income reporting and filing system,
at least to cover individuals whe wish to claim the credit. For the
-case of the cash-flow consumption tax, attempting to craft income-
based relief may overwhelm any simplification advantages of cash-
flow accounting.205 Lo - -

An alternative to attempting to measure income would be to base
the credit on wages for Social Security purposes. While the meas-
urement system would be in place, there are other problems with
this alternative. Relief would not be available to poor individuals
who are not working, including unemployed and retired individ-
uals, who may be sympathetic cases for relief. If the amount of the
credit is a fraction of gocial Security wages (up to some limit} and
if the credit rate exceeds the self-employment tax rate, individuals
would have an incentive to claim fictitious self-employment income
in order to claim the credit. This incentive is present in the earned
income tax credit (EXTC) today.296 : e e

Another potential problem with a special credit is that it would
only be available periodically, at the time of filing. If annual filing
is used, individuals would get the credit in one lump, rather than

204 It may also be difficult to maintain current spending programs for poor individuals if there
is no income data from the tax system, since many of these programs have income tests for eligi-
bility. This point also applies to the development of a new, direct spending program to provide
relief specifically from the consumption tax: . o .

5Georlge K. Yin, “Accommodating the ‘Low-Income’ in a Cash-Flow or Consumed Income Tax
World,” Fioride Tax Review, 2(8), 1995,&:]3. 445-91. ] ' T o

0% Eugene Steuerle has referred to these incentives as encouraging a “superterranean econ-
om%;.” See George K. Yin, “Summary of EITC Conference Proceedings,” The American Journal
of Tax Policy, 11(2), Fall 1994, pp. 305-86. - SRR
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throughout the year. More frequent filings would help spread the
payments, but at the cost of added administrative burdens for both
the individuals and the government. The EITC has a similar de-
pendence on annual filing, and an advance payment mechanism
has been developed to attempt to deliver some of the credit ratably
throughout the year in the paychecks from employers. A similar
system could be designed for a consumption-tax eredit, but further
steps would be needed to reach individuals who would be eligible
for the credit but are not working. In practice, the EITC advance
payment mechanism is used by few eligible individuals {less than
one-half of one percent, according to a study of 1989 data 207),

Special treatment of certain consumption goods

A common approach in State retail sales taxes and European
credit-invoice VATS is special treatment for goods and services such
as food, medicine, and housing (lower rates or zero-rating in a cred-
it-invoice VAT, lower rates or exemption from a retail sales tax) to
reduce the burden on poor individuals. While it does reduce the
measured regressivity of a consumption tax, the relative relief may
be small, since it also provides relief to non-poor individuals, who
consume the goods in Og’reater amounts than poor individuals.
Caspersen and Metcalf298 recently estimated how the ratio of con-
sumption taxes to income changes across income deciles. For a
credit-invoice VAT on a comprehensive base, the ratio of taxes to
income was 2.8 times higher in the lowest income decile than in
the highest decile when annual income was used and 1.3 times
when lifetime income was used. Zero-rating food, housing, and

_health costs reduced those numbers to 2.3 times (annual income)

and 1.1 times (lifetime income).

Removing goods and services from the base of the tax also re-
quires-that the rate of the tax on the remaining base be increased
in-ofder to raise the same revenue. Higher rates may increase the
inefficiency of the tax, especially in distorting individuals’ choices
between labor and leisure,20? The provision of special treatment for
some goods leads to administrative difficulties in defining the fa-
vored goods (if medicine is excluded, does anti-dandruff shampoo
get an exclusion?) and may lead to political pressure to give special
treatment to other goods. Despite these problems, special treat-
ment of certain goods has the advantage that it does not require
any administrative system separate from that used to collect the
rest of the consumption tax, and it follows the general State prac-
tice.

Under a subtraction-method VAT, zero-rating is problematic for
goods and services that can be used as both a final good by con-
sumers and an input by other firms. Suppose a zero rate is pro-
vided for as flour. For flour that is sold directly to a final consumer,
zero-rating will eliminate the tax on the good, the identical result

207 (J.S. General Accounting Office, “Earned Income Tax Credit: Advance Payment Option is
Not Widely Known er Understoed by the Public,” GAO/GGD-92-26, Fehruary 1992.

205Rrik Caspersen and Gilbert Metcalf, “Is a Value Added Tax Regressive? Annual Versus
Lifetime Incidence Measures,” National Tax Journal, 47(4), Decemnber 1994, pp. 731-46. For an-
other set of estimates of the incidence of a VAT, see Department of the Treasury, Tax Reform
for Fairness, Simplicity, and Economic Growth, Volume 3, Value-Added Tax, November 1984.

209 e Part IV.C.2. for a more in-depth discussion of the distortionary effect of marginai rate:
on work incentives,

o



b

4

119

as under a credit-invoice VAT, But for the flour used as an input
by other firms (such as bakers), the zero rate will eliminate tax on
the value added in stages of production prior to flour production,
Any consumer goods produced from the flour will only bear a tax
on the value added subsequent to the flour production. By contrast,
zero-rating of flour under a credit-invoice VAT will have no effect
on the tax imposed on goods made from flour: they will bear the
full tax rate (assuming the final good is non zero-rated). Under a
subtraction-method VAT, the rate of tax applied to a final good de-
pends upon whether any zero-rated goods were used in producing
the final good.210 C

 Direct spending programs

Another avenue for giving relief to poor people is to go outside
the tax system, either through existing transfer programs or a new
pro§ram. Transfer programs that are already indexed for inflation
could be left alone; on average, the indexation will protect bene-
ficiaries from any general price increases that result from the im-
position of the consumption tax. . _ _

A problem with using existing transfer programs to provide relief
to the poor is that the consumption tax may burden some poor indi-
viduals who do not receive government transfers, Absent an expan-
sion of the eligibility rules for the programs, they would not get re-
lief even if the levels of transfers are increased in conjunction with
the consumption tax. : .

210 See Part IILA. for a discussion of exemptions and zero-rating under a VAT,
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V. Comparative Statistics on the Revenue Systems of
Certain Countries

‘The naticnal, State and local governments of the United States
collect revenues from income-based taxes on the income of individ-
uals and the income of corporations. The governments of the Unit-
ed States collect revenues from consumption-based taxes from gen-
eral retail sales and taxes cn specific goods and services. The gov-
ernments of the United States collect revenues from payroll taxes,
taxing the wages of employed individuals. The governments of the
United States also collect revenues from taxes on the wealth of in-
dividuals such as property taxes and the estate and gift taxes. In
drawing on these same tax bases, the revenue systems of the west-
ern democracies are broadly similar. The United States relies more
heavily on income taxes and less heavily on general consumption
taxes than many of the western democracies. Nevertheless, income
taxes generally are the predominant revenue source for the west-
ern democracies. Replacing the Federal income taxes with a con-
sumption-based tax would substantially alter the revenue system of
the United States.

1. Comparison of tax receipts

'In most western economies, the proportion of tax receipts as a
share of gross demestic product (“GDP”) has risen over the past 27
years. Figure 5 graphs total tax receipts, including those of States
and other subnational governments, but excluding nontax revenues
such as fees, as a percentage of GDP for the average of all 24 Orga-
nization for Economic Co-Operation and Development (“OECD”)
countries, and, individually, Canada, Germany, Japan, the United
Kingdom, and the United States for the period 1965-1992.211 As
suggested by Figure 5 while tax receipts have grown as a percent-
age of the GDP of western democracies, the United States has ex-
perienced a relatively small rate of increase of tax receipts as a
percentage of GDP in comparison to other countries over the 27-
year period.

211 These countries were chosen for comparison as each has been a major trading partner of
the United States over the postwar era.



Figure 5 -- Taxes as a Percentage of GDP, 1865-1992
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In 1992, the United States ranked twenty-second among the 24
OECD countries in terms of taxes as a percentage of GDP. Tax rev-
enues as a percentage of GDP were 29.4 percent in the United
States in 1992. The lowest percentage among OECD countries was
in Turkey, at 23.1 percent, and the highest in Sweden at 50.0 per-
cent. The average for the 24 OECD countries was 38.8 percent.212
When tax receipts of each country are converted to dollars,213 the
United States ranked sixteenth in total tax receipts per capita at
$6,757 per person. Among OECD member countries the low figure
was $607 per person in Turkey and the high figure was $14,234
in Sweden. The OECD average is $8,315 per person.2}4 Figures 6
and 7 below display total 1992 tax receipts as a percentage of 1992
GDP, and 1992 tax receipts expressed in dollars per capita for the
United States and the other OECD countries.

212 Organization for Economic Co-Operation and Development, Reverue Statistics of OECD
Member Countries, 1965-1993 (Paris: OECD), 1894.

218 Foreign currency was converted to dollars for this purpose using average of daily exchange
rates for 1992.

214 QECD, Revenue Statistics of OECD Member Countries, 1965-1993.
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Figure 7 -- 1892 Taxes in U.S. Dollars Per Capita - OECD Countries
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2. Composition of tax receipts across countries ' _
The composition of tax receipts varies substantially across coun-

tries. Figure 8 below shows the relative reliance of the United

States, Canada, Germany, Japan, the United Kingdom, and the av-
erage of OECD countries on individual income taxes, corporate in-

come taxes, social securit%r‘ taxes, property taxes, general consumtp-
tion taxes (including VATs and general sales taxes), and specific
consumption or excise taxes.215 Canada relies most heavily on the
individual income tax followed by the United States, both above the
OECD average. Among these countries, Japan is the most reliant
on the corporate income tax. It accounted for more than 17 percent
of total Japanese tax receipts. This is more than twice the percent-
age for the United States or the United Kingdom and more than
four times the percentage for Germany. General consumption taxes
are significant revenue sources in Canada, Germany, and the Unit-
ed Kingdom, and generally for OECD countries. The United States
and Japan rely less on general consumption taxes. Japan had no
general consumption taxes prior to imposition of a VAT in April
1989. Its current VAT is assessed at a rate of three percent with
a generous exclusion for small businesses. The U.S. general con-
sumption taxes consist of State and local general sales taxes. The
United States and Japan generate the smallest proportion of their
revenue from taxes on goods and services whether general con-
sumption taxes or taxes on specific goods and services. In 1992, 15
percent of total tax receipts in the United States were attributable
to taxes on specific goods and services (7.4 percent) or general con-
sumption (7.6 percent). The OECD average was 28.6 percent.

The western economies generally all rely more heavily on income
taxes, both individual and corporate than on specific taxes on goods

215 For both Figure 8 and Table 7, the categorization of the types of taxes are made according
to procedures developed by the OECD. The OECD attempts to make its classifications so that
the data are comparable across countries, The classification of taxes into income taxes, property
taxes, and goods and services taxes are generally governed by the base on which the tax is lev-
ied. The data represent combined tax receipts of all levels of government (Federal, State, and
local) within a given country. The following definitions are employed by the OECD:;

Income taxes—Taxes levied on the net income or profits of individuals and enterprises. These
include social security contributions based on net income after deductions and exemptions for
personal circumstances. When social security contributions are based on eligible earnings, pay-
roll, or number of employees without deductions or exemptions for personal cireumstances, the
taxes are considered social security taxes {see below). For countries emplo 'n%a credit imputa-
tion method for inte%tating individual and corporate income taxes {e.g., tﬁle K. advance cor-
poration tax), the full amount of any credit is treated as a reduction in ndividual income taxes
whether the credit reduces individual income tax liabilitél\,:l or is paid as a cash refund. (Tax cred-
its for corporations with respect to dividends paid to other corporations are deducted from the
corporate Income tax catz%ory.}

Social security taxes—All compulsory contributions that are paid to institutions of general gov-
ernment and are earmarked for the provision of social security benefits; are levied as a function
of earnings, payroll, or the number of employees; and are made by insured persons or their em-
ployers. Social security benefits include unemployment insurance benefits and supplements; ac-
cident, injury and sickness benefits; old-age, disability and survivors pensions; family allow-
ances; and reimbursements for medical and hospital expenses or for provision of hospital or
medical services, :

Property taxes—Recurrent and non-recurrent taxes on the use, ownership or transfer of prop-
erty. These include taxes on immovable property or net wealth, taxes on the change of owner-
ship of property through inheritance or gift, anc{ taxes on financial and capital transactions. It
does not include taxes on capital gains resulting from property sales. ’

General consumption taxes—Includes all taxes, other than import and export duties, levied on
the preduction, leasing, transfer, or sales of a wide range of goods and services, The category
includes value added taxes, sales taxes, and multi-stage cumulative taxes.

Taxes on specific goods and services—Excise, customs and imports duties, taxes on gambling
and other taxes that do not form part of a general tax as described above.

Source: Organization for Economic Co-Operation and Development, Revenue Statistics of
OECD Member Countries, 1965-1993 {Paris: OECD), 1994. '
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and services or general consumption taxes. In 1992, individual and
corporate income taxes accounted for more than one third of the
country’s tax revenue in all of the countries listed in Figure 8, with
the exception of Germany, where they accounted for 32.0 percent.
For the United States, income taxes accounted for 41.5 percent of
revenue. The comparable OECD average was 36.5 percent.
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Table 7 shows the composition of taxes as a percentage for Can-
ada, Germany, Japan, the United Kingdom, the United States, and
the OECD average in 1992 and at five-year intervals between 1965
and 1990. One noticeable trend in all the countries except the Unit-
ed Kingdom is the growth of social security taxes as a percentage
of total receipts. Again, with the exception of the United Kingdom,
corporate income taxes generally have declined as a percentage of
total tax receipts. During this period, in addition to Japan, the
United Kingdom, Germany, and most recently Canada introduced
VATs. These new taxes generally have had a small effect on pro-
portion of revenues generated from the taxation of gocds and serv-
ices as in each case other taxes on goods and services, either gen-
eral taxes or specific excise taxes, were reduced or eliminated when
the VATs were initially introduced.
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Table 7.—Percentage Distribution of Tax Receipts by Type of Tax, Certain OECD Countries, Selected

Years
Country : 1965 1970 1976 1980 1985 1990 1992
Canada :
Personal income ..........ccoeevmvuieeecncieecsseresesesssessessennns 22.60 3240 3280 34.10 3520 41.10 39.60
Corporate income ........ocoveveererevrrnenns eereenerrrsessnerraanrseins 1490 1130 1360 1160 820 7.20 480
S0cial SECUTILY .....coovuereerrisieriireeseerieseeeee e s ssssassneens 560  9.70 1000 1050 1350 14.40 16.50
PrOPerty ..ot eectsaee e sssesreeennens 1430 1280 950 910 930 950 11.10
General consumption . 17.80 1440 12,50 1150 13.20 1450 14.30
SPecific 00dS .ovvvvrrererece it s 16.800 13.30 13.60 13.00 13.00 9.60 10.00
Germany _ - ;
Personal income ................. et rrese e bantaen b asnes 26.00 26,70 30.00 29.60 28.70 27.60 28.00
Corporate income .......... i rereaentesesaneseeentrennnns rene 780 570 440 550 6,10 480 4.00
Soctal Security ..o..veviieiiieicreeree e e teersar e nres 26.80 30.30 34.00 3430 3650 3750 3840
Property .....ccccovnonn. PO OO 580 496 390 330 3.00 340 2.70
General consumption ............ ereseerssreraenas teereneersrrrtrssarnnes 16,50 17.10 1460 1660 1580 1660 16.50
Specific g00ds .......icverieienivnioriireneneans itreineeeabeisaeas . 14.60. 1290 10.80 930 870 920 9.30
Japan ' R T ' o ' ' '
Personal INCOMEe ...l oo e i irenns 21.70 2150 2390 2430 2470 26.80 25.30
Corporate iNCOME ...uvciievieriioresivriveiir s reseeses s 22.20 26.30 20.60 21.80 21.00 2150 17.10
Social Security ............. ervesrnbrae e tenns eraresrreed arreaeieaess 21.80 2230 29.00 29.10 30.30 29.20 32.80
Property . ....ccvivvcsiivnicinniinins. eerrestreresnneesaaseases Sersinsns 810. 760 910 820 970 9.00 1050
‘General ConSUMPLION ...t iveriees cvovinees overense arervres oo o, 420 480
Specific g200ds .....covvrvrivvrinrirnnens eeeiernrnrres ireien e nneiens 00 . .10, N 7.80 7.50

United Kingdom

Personal income 28.60 28.40

Corporate income .. Leveeis . . . . . 10.90 7.60-
Social Security ......ccecrvireniiniennneeenreen, rerreeas : .40 . . .60 . 17.100 17.80
_ Property ................ resesirsserarnins _ e . 14,507 40 .70, 00 . 8,70  7.90

General consumption .......... errrertbeessesarresssrrtaannrad rverarnerens 590 650 8.80 1440° 1520 1650 19.70

631
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Table 7.—Percentage Distribution of Tax Reéeipts by Type of Tax, Certain OECD Countries, Selected
Years—Continued

1970 }925/ 1980 1985 1990 1992

Specific Z00dS i . 18.90 1480 13.10 13.70 12.60 13.30
United States
Personal income ......c.onueee reeruriaenreeaereeaanne s e et s et ianesrnn ey . 35.20 32.80 36.90 35.70 35.80 34.30
Corporate inCOME .....oovivvemeniccnmniniinnesnsinnns . 12.70 10.80 1020 7.10 740 7.20
Social SeCUTitY .ccccooriiiiriirre e . 19.30 2460 26.20 2940 2950 29.90
Property ..ot 15. 13.60 13.20 10.10 10.10 10.80 11.40
General consumption _ . 560 870 660 740 760 7.60
Specific g00ds ... e \ ....... 1480 1130 950 7.80 7.90 680 740
OECD Total' v
Personal iNCOIME .ovvviveverrieeeerieertissrrrrrrr s s s s naieenens . 2590 2770 30.70 32.00 3040 29.80 29.70
Corporate inComMe ........civiiiinnimnnrereteseese e 890 870 1750 7.40 780 7.7 6.80
Social Security ........coeriiiinriinaran, 18.10 19.60 23.20 23.70 23.90 24.10 25.00
Property ..o 780 .00 6.00 5.20 510 5.50 5.50
General consumption 11.80 1340 13.30 13.70 1550 17.1¢ 17.10
Specific goods ...oviiniininireneeee eteremrenerenrenserbibisnaeernny 24.00 2040 16.20 14.80 13.70 1130 11.50
1 individual country GDP and revenue figures converted to dollars using exchange rates prevailing for each year.
Source: Organization for Economic Co-Operation and Development, Revenie Statistics of OECD Member Countries, 1965-1993 (Paris:
OECD), 1994. . -
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